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The Tax Court of the United States 
Docket No. 65683 


O. H. KRUSE GRAIN & MILLING, 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


PETITION 


The above-named petitioner hereby petitions for 
a redetermination of the deficiencies set forth by 
the Commissioner of Internal Revenue in his notice 
of deficiency (Ap: LA:AA-DRR 90-D - ICA) dated 
October 29, 1956, and as a basis for its proceeding 
alleges as follows: 

1. The petitioner is a corporation, with its prin- 
cipal place of business located at El Monte, Califor- 
nia. The returns for the years involved herein were 
filed with the District Director of Internal Revenue 
for the 6th District California. 

2. The notice of deficiency (a copy of which is 
attached and marked Exhibit A) was mailed to the 
petitioner on October 29, 1956. 

3. The deficiencies, as determined by the Commis- 
Sloner are in income tax for the calendar years 
1952 and 1953, in the amounts of $13,994.26 for the 
year 1952, and $19,192.33 for the year 1953, all of 
which is in dispute. 
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4. The determination of tax set forth in the said 
notice of deficiency is based upon the following 
errors. 

(a) The Commissioner erred in failing to find 
that the petitioner was indebted to O. H. Kruse in 
the principal sum of $200,000. (two hundred thou- 
sand dollars), which indebtedness was evidenced by 
an interest bearing promissory note, and remained 
outstanding throughout the taxable years 1952 and 
1953 involved herein. 

(b) The Commissioner erred in failing to find 
that the said promissory note was issued by the 
petitioner to O. H. Kruse as the consideration for 
the transfer of certain properties by the aforesaid 
O. H. Kruse to O. H. Kruse Grain & Milling, the 
petitioner corporation involved herein. 

(c) The Commissioner erred in failing to find 
that the said O. H. Kruse transferred to the peti- 
tioner corporation, for no stated consideration, the 
good will of the business previously built up by 
him; valuable contracts with various large groups 
of poultry producers; the benefits which could be 
expected from his friendly relations with the dairy 
companies which had furnished a substantial por- 
tion of the gross income of his former successful 
business, and commitments for purchases of grain 
at exceptionally favorable prices. 

(d) The Commissioner erred in failing to find 
that the fair market value of the intangible assets 
transferred to the petitioner corporation for no 
stated consideration, was not less than $200,000., 
(two hundred thousand dollars). 
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(e) The Commissioner erred in failing to find that 
the interest on the promissory note involved herein, 
which was issued by the petitioner to O. H. Kruse, 
in the principal sum of $200,000.00 was paid to, or 
constructively received by O. H. Kruse during each 
of the taxable years 1952 and 1953, which are in- 
volved herein. 

(f) The Commissioner erred in failing to find 
that the said O. H. Kruse reported the receipt of 
$12,000.00 (twelve thousand dollars) in his federal 
income tax returns for each of the taxable years 
1952 and 1953 involved herein, as interest on the 
petitioner’s note. 

(g) The Commissioner erred in failing to find 
that the petitioner was indebted to O. H. Kruse for 
the payment of rental for the use of leased real 
estate, in the sum of $12,000.00 (twelve thousand 
dollars) for each of the taxable years 1952 and 1953. 

(h) The Commissioner further erred in failing to 
find that the rental payments in the amount of 
$12,000.00 owing to the said O. H. Kruse for each 
of the taxable years 1952 and 1953, were paid to, or 
constructively received by O. H. Kruse in each of 
those years. 

(i) he Commissioner erred in failing to find that 
O. H. Kruse reported the amount of $6,000.00 (six 
thousand dollars) for the year 1952, and $12,000.00 
for the year 1953, in his federal income tax returns 
for those years, as rental income received from the 
petitioner. 

5. The facts upon which the petitioner relies as 
the basis of this proceeding are as follows: 

(a) The petitioner is a corporation organized on 
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March 27th, 1950, under the laws of the State of 
California, to take over a business previously con- 
ducted by O. H. Kruse for many years prior 
thereto, as a sole proprietorship. 

(b) The statement of the assets and habilities of 
the business formerly conducted by O. H. Kruse, as 
shown on the books of account of the sole proprie- 
torship, at March 31, 1950, discloses the following: 


ASSETS: 

Current Assets: 

Gaeieinebank. ........08. 2 eee $ 42,681.22" 

Gach. onphanidvecnu.-......... 2 a 2,937.41 

Acemunts Receivable: .....:... 2 139,506.62 

MER VEDIOEY.  -<2.c.-..2.-cnseocostecea-23-eeee ee 37,724.59 
Tptal Curtent wAesets .......2..422 eee ee $222,849.84, 

Reserve for 

Fixed Assets: Cost Depreciation 

Land and buildings ............ $ 35,179.85 $10,767.74 

Moehiiery? ....000.......22 64,113.91 20,377.65 

Automobiles & trucks ...... 57, ligorw 23:257.71 

Office equipment .................. 1,865.76 415.05 
ag 2 ee ee $158,294.79 $54,818.15 103,476.64 

repaid IEXPerSeS” ..........cce 2 see Do eae es 6,457.15 
Toval Alggets  .....s.:i..52. ee $332,783.63 

LIABILITIES: 

Current Liabilities: 

emecomuts Tayable ......:2.....ccc eee ee $ 1,710.00 

aeemiens daycoll «lancs».......cee ews... 82.23 
Voit, Currem@e, Liabilities .....sccsc.geccececeevecevessccoxcaetes $ 1,792.23 

Note Payable—Fred J. Schroeder ............--.-.-.---------- 8,000.00 
COS a ee $ 9,792.23 


* Bank balance after paying all trade accounts as of March 31, 


1950. 
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CAPITAL: 
Capital—January 1, 1950 ..W...0000022... $291,143.51 
Add income to March 3lst ...... oo013.710"— 
$330,157.21 
Wess WrewiNes ---....-.-..-------.---.-- 7,165.61 322,991.40 
otaletiabihties and Capital ................... 0. $332,783.63 


(a) Under date of July 13, 1950, the said O. H. 
Kruse transferred his business, and substantially all 
of the assets employed therein, subject to its then 
liabilities, to a corporation organized by him under 
the laws of the State of California, with the name 
“QO. H. Kruse Grain & Milling,” the petitioner 
herein. 

(b) The name, “O. H. Kruse Grain & Milling” 
was adopted in order to retain the use of the valu- 
able good will which had been developed by the said 
O. H. Kruse, in the course of his conduct of the 
business as a sole proprietorship, and to reassure 
important large customers, of long standing, that 
he intended to be actively associated with the new 
corporation, and they could rely upon a continuance 
of the treatment which had been extended to them, 
by him, prior to incorporation. 

(c) The assets listed on the statement of assets 
and liabilities set forth hereinabove, which were ex- 
“changed for the capital stock of the petitioner cor- 
poration, were as follows: 


** Estimated federal taxes on $39,013.70—$12,500.00. 
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Ollice.- "@fiipiagut «.. eee... $ 1,865.76 
Awtos aime trinclese 2.22 eeeesces---.- 57, loon 
Machinery and equipment ...............- 64,113.91 
$123,114.94 
Less: Accrued depreciation ...............- 44,050.41 
$ 79,064.53 
Ee Vi nine 4,163.67 
Insurance deposits less accrued premiums ............ 2,293.48 
Ch NAG 4970155 
$ 89,792.23 


(d) The capital stock of the petitioner corpora- 
tion which was issued for the assets of O. H. Kruse 
totalling $89,792.23 was of the par value of $80,- 
000.00. 


(e) In addition to the above-listed assets, for 
which the petitioner issued its capital stock, the 
said O. H. Kruse transferred to the petitioner, with- 
out consideration, the good will of the business pre- | 
viously built up by him; valuable contracts with — 
eroups of large raisers of poultry for the sale of | 
feed; valuable contacts with various dairy compa- 
nies Which furnished a large portion of his business, 
and commitments for purchases of grain at excep- 
tionally favorable prices. The value of such intangi- 
ble assets was not less than $200,000.00. 

(f) The petitioner was not an under-capitalized 
corporation. 

(¢) The principal remaining assets of O. HL. 
Kruse, which were not transferred to the petitioner 
corporation in exchange for its capital stock, con- 
sisted of the following: 
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GPW oe. ee... ee... PaCS 
Accounts Peceivable ....... 139,506.62 
Merchandise inventory .... 37,724.59 


$218.579.29 


As an integral part of a single transaction, and, 
on the same date that the other assets were trans- 
ferred to the petitioner corporation in exchange for 
its capital stock, or.as a paid in surplus, the said 
O. H. Kruse conveyed the above-listed assets to the 
petitioner corporation in exchange for its promis- 
sory note in the principal sum of $200,000.00 (two 
hundred thousand dollars), made payable December 
31, 1950, and bearing interest at the rate of 6% per 
annum, in the event that it was not paid off on the 
said due date, and an open account due him from 
the petitioner in the amount of $18,579.29. 


(h) Since the petitioner failed to pay its note 
when due, on December 31, 1950, interest was regu- 
larly acerued, and/or paid on the said note for each 
year commencing with January 1, 1951, and inelud- 
ing the taxable years involved herein, 1952 and 1953. 


(1) The Corporate Minutes of the petitioner con- 
tain provisions for the application of payments by 
it to O. H. Kruse, and state that they must first be 
applied against interest on the said promissory note 
in the principal sum of $200,000.00. 

(j) Although the corporation was financially able 
to pay the interest due to the said O. H. Kruse for 
the year 1952, which had been accrued on its books, 
since he was not then in need of any funds for his 
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personal use, he did not insist on payment, which 
he could have done, by reason of being in control of 
the petitioner corporation. He did report the 
amount of the accrued interest as constructively re- 
eeived, in his federal income tax return for the year 
1952, and paid the tax shown to be due thereon. 
Through error, he showed the receipt of $6,000.00 as 
interest constructively received, whereas he should 
have reported $12,000.00, since, as provided in the 
minutes of the petitioner corporation, the first pay- 
ments to him were to be credited against interest, 
and not against accrued rental as the payments con- 
structively received were reported in his return. 


(k) In the taxable year 1953, the petitioner cor- 
poration paid interest to O. H. Kruse on its note for 
$200,000.00, in the amount of $12,000.00, which 
amount was reported as income by him, in his fed- 
eral income tax return for that year. 


(1) During the taxable years involved herein, 
1952 and 1953, the petitioner leased certain real 
estate, which it regularly used in its business, from 
O. H. Kruse, for which it was obligated to pay an 
annual rental in the amount of $12,000.00 per 
annum. Such rental payments were regularly ac- 
erued on the books of the petitioner corporation. 


(m) The petitioner did not pay O. H. Kruse the 
rental due him for the taxable year 1952, in eash, 
although it was financially able to do so, for the 
reason that he preferred to leave the fund with the 
corporation, and, being in control of its affairs, was 
in a position, by reason of his control of the peti- 


Commissioner of Internal Revenue 11 


fioner corporation, to authorize, or to withhold its 


payment. 


(n) The said O. H. Kruse, in his federal income 


‘tax return for 1952, reported the amount of $18,- 


000.00 as constructively received from the petitioner 
corporation in that year, on account of interest ac- 
erued on the petitioner’s promissory note involved 
herein, computed at the rate of 6% per annum, and 
rental in the sum of $6,000.00. Such payments were 
erroneously designated by him as the payment of 
interest to the extent of $6,000.00, and rental income 
in the sum of $12,000.00, whereas he should have 
shown the amount of $12,000.00 as the receipt of 
interest, and $6,000.00 as rental received, in accord- 
ance with the requirements contained in the peti- 
tioner corporation’s minutes. 

(0) In the taxable year 1953, payments in cash 
totalling the sum of $14,000.00 were paid to O. H. 
Kruse by the petitioner, on account of accrued in- 
terest on the promissory note involved herein, and 
the payment of rent. As a result of a bookkeeping 
error, the amount of $2,000.00 was entered on the 
bocks as a payment of interest on the said note, and 
$12,000.00 as a payment of rental. In conformity 
with the instructions given in the minutes of the 
petitioner corporation, the payment of $12,000.00 
should have been recorded as a cash payment of 
interest, and $2,000.00 as a cash payment of rental. 

(p) The said O. H. Kruse, in his income tax re- 
turn for the taxable year 1953, reported the receipt 
of interest on the promissory note issued by the 
petitioner which is involved herein, in the amount 
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of $12,000.00, and rental income received from the 
petitioner in the sum of $12,000.00, and paid the tax 
shown to be due thereon. 


Wherefore, the petitioner prays that this Court 
may hear the proceeding and determine that there 
is no deficiency in federal income tax due from the 
petitioner for the taxable years 1952, or for the 
taxable year 1953. 


[Seal ] QO. H. KRUSE GRAIN & MILLING, 
/s/ By O. H. KRUSH, 
President. 


Duly Verified. 


FX EM Lae A” 


U.S. Treasury Department 
Internal Revenue Service 


Regional Commissioner 
1250 Subway Terminal Building 
417 South Hill Street 
Los Angeles 13, California 


October 29, 1956 
In replying refer to Ap:LA:AA-DRR 90-D:ICA. 
O. H. Kruse Grain & Milling 
e/o Fray L. Hobson 
3750 West Sixth Street 
Los Angeles 5, California 
Gentlemen: 


You are advised that the determination of your 
income tax liability for the taxable years ended De- 


Commissioner of Internal Revenue 13 


Exhibit “A”— (Continued) 
cember 31, 1952 and December 31, 1953 discloses 
deficiencies in tax aggregating $33,186.59, as shown 
in the statement attached. 
In accordance with the provisions of existing in- 
ternal revenue laws, notice is hereby given of the 
deficiency or deficiencies mentioned. 


Within 90 days from the date of the mailing of 
this letter you may file a petition with The Tax 
Court of the United States, at its principal address, 
Washington 4, D. C., for a redetermination of the 
deficiency. In counting the 90 days you may not 
exclude any day unless the 90th day is a Saturday, 
Sunday, or legal holiday in the District of Colum- 
bia in which event that day is not counted as the 
90th day. Otherwise Saturdays, Sundays, and legal 
holidays are to be counted in computing the 90-day 
period. 


Should you not desire to file a petition, you are 
requested to execute the enclosed form and forward 
it to the Assistant Regional Commissioner, Appel- 
late, Rm. 1250, 417 South Hill St., Los Angeles, 
California. The signing and filing of this form will 
expedite the closing of your case by permitting an 
early assessment of the deficiency or deficiencies, 
and will prevent the accumulation of interest, since 
the interest period terminates 30 days after the re- 
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Exhibit “A”—(Continued ) 
ceipt of the form, or on the date of assessment, or 
on the date of payment, whichever is the earlier. 


Very truly yours, 


RUSSELL C. HARRINGTON, 
Commissioner, 


By UH. L. BUCKREKR, 
Associate Chief, Appellate Division. 


Enclosures: Statement, IRS Pub. No. 160, Agree- 
ment Form. 


Ap:LA:AA-DRR 
90-D:ICA 
STATEMENT 
O. H. Kruse Grain & Milling 
c/o Fray L. Hobson 
3750 West Sixth Street 
Los Angeles 5, California 


Tax Liability for the Taxable Years Ended December 31, 1952 
and December 31, 1953. 


Income Tax 


Year Liability Assessed _ Deficiency 
er $ 64,178.49 $50,184.23 $13,994.26 
eo eee 66,814.18 47,621.85 19,192.33 

Notas -. cca. $130,992.67 $97,806.08 $33,186.59 


In making this determination of your income tax liability, care- 
ful consideration has been given to the report of examination 
forwarded to you April 23, 1956, to your protest dated June 
6, 1956, and to the statements made at the conferences held July 
6, August 6, and September 5, 1950. 

A copy of this letter and statement has been mailed to your 
representative, Mr. Oliver R. Mills, 1093 Broxton Avenue, Los 
Angeles 24, California, in accordance with the authority contained 
in the power of attorney executed by you. 
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Exhibit “A’’— (Continued) 


Adjustments to Net Income 


Taxable Year Ended December 31, 1952 


Net income as disclosed by return ...........00.000000..00..0..- $ 91,836.06 
Unallowable deductions: 
(a) Interest expense disallowed ............0...0............. 12,000.00 
We eRemt expense disallOwed ...................c..ccccccscc0es. 12.000.00 
Te 20 ee $115,836.06 


Explanation of Adjustments 


(a) The deduction in the amount of $12,000.00, which was 
claimed as interest expense on your return for each of the taxable 
years 1952 and 1953, is disallowed. It has been determined 
that no indebtedness exists within the meaning of section 23(b) 
of the Internal Revenue Code of 1939. It is further held that 
these amounts were not paid during the taxable years 1952 and 
1953 or within two and one-half months following the close of 
the taxable years, pursuant to the provisions of section 24(c) of 
the Internal Revenue Code of 1939. 

(b) The deduction in the amount of $12,000.00, which was 
claimed as rental] expense on your returns for each of the taxable 
years 1952 and 1953, is disallowed. These amounts were not 
paid during the taxable years 1952 and 1953 or within two and 
one-half months following the close of the taxable years, in ac- 
cordance with the provisions of section 24(c) of the Internal 


Revenue Code of 1939. 


Adjustments to Excess Profits Net Income 


Taxable Year Ended December 31, 1952 


Excess profits net income as disclosed by return ............ $106,698.74. 
Additions: 

(a) Interest expense disallowed .......... $12,000.00 

(b) Rent expense disallowed .............. 12,000.00 24.000.00 
co en $130,698.74 
Deduction: 

(c) Adjustment for interest on borrowed capital ..... 12.651.97 


mxcess profits nét income adjusted .........-....-..-.-------- $118,046.77 
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Taxable Year Ended December 31, 1952—(Continued) 


Explanation of Adjustments 


(a) and (b) These adjustments have been explained above. 
(c) The adjustment for interest on borrowed capital is re- 
computed as follows: 


Average daily borrowed capital in 1952. ..W.... $ 60,110.73 — 


Borrowed capital at beginning of first excess 
profits tax year—March 28, 1950 ...W0.02.2.. 8,000.00 
Imenease ................... 0s wee | $°52,110.78 
590. MOE WN CWCMSE onc. 9: idee... eee 39,083.05 
Ratio of 75% of increase to average daily . 
borrowe@ capital in W922... =... 65.02% 
Interest paid on borrowed capital: 
Interest expense per return ...................- $14,862.68 
Add: Interest income applied as offset 537.37 
Total interest expense: _2.......2eeoee $15,400.05 
Less: Interest disallowed herein ...........- 12,000.00 


Interest paid on borrowed capital. ...... $ 3,400.05 
Adjustment for interest on borrowed capital 
(65.02% of 3 A00I05)) 2s 2-2-2 ee $ 2,210.71 
Adjustment for interest on borrowed capital per return 14,862.68 


IDEGECASC  ...2i0s..-----20-cccc---:2-- ee eee ee $ 12,651.97 


Income and Excess Profits Tax Computation 


Taxable Year Ended December 31, 1952 


Income Tax 
Net income Bi nenevevecenae ssid iG eis <1 emma ate ae $115,836.06 
Combined normal tax and surtax (52% less $5,500.00) 54,734.75 


Excess Profits Tax 


excess prolms hel incorwe -.....-.Geiee.c.. 2 $118.016.77 
Pmigewe Prohts corddit, Exhibit A -2.c2:.......00...20s.....0c 81,897.56 
Adjusted excess profits net income ......................--:0000-- $ 36,149.21 


30% of adjusted excess profits net income ..................-- $ 10,844.76 
189 of @xcess profits met incomé 22.....20..0.0..............08 $ 21,248.42 
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Income and Excess Profits Tax Computation—(Continued) 
Taxable Year Ended December 31, 1952—(Continued) 


New corporation—3rd year 


(8% of excess profits net income) .......0...00...0..--..- $ 9443.74 
Excess profits tax (smallest of above amounts) ............ $ 9,443.74 
eS 8 54,734.75 
Bete)! tax liability .............. ies aaa ro $ 64,178.49 
Total tax previously assessed, Account 

No. CI 862 Los Angeles District —...... 90,184.23 
SOUS! note ee $ 13,994.26 


Adjustments to Income 


Taxable Year Ended December 31, 1953 


Net income as disclosed by return ...W.....22...--..2-:--0ee0--- $ 93,701.73 
Unallowable deductions: 
(a) Interest expense disallowed ..-..........--2.-..-.:.--0--+- 12,000.00 
(b) Rent expense disallowed ..2............220.ce:c2-cceeees 12,000.00 
BPeITICOING ACI PNRN CIs e222. 2... .-nceenneeenceeaeecaesecereeee $117,701.73 


Explanation of Adjustments 


(a) and (b) These adjustments have previously been ex- 
plained above. 


Adjustments to Excess Profits Net Income 


Taxable Year Ended December 31, 1953 


Excess profits net income as disclosed by return .......... $104,878.33 
Additions: 

(a) Interest expense disallowed ............ $12,000.00 

(b) Rent expense disallowed ................ 12,000.00 24,000.00 
os I $128,878.33 
Deduction: 


(c) Adjustment for interest on borrowed capital ..... 11,140.89 


Excess profits net income adjusted ............------------------ $117,737.44 
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Exhibit “A”—(Continued) 
Taxable Year Ended December 31, 1953—(Continued) 
Explanation of Adjustments 
(a) and (b) These adjustments have previously been ex- 
plained above. 
(c) The adjustment for interest on borrowed capital is re- 


computed as follows: 
Average daily borrowed capital in 1953 _.0... 0... $ 10,000.00 . 
Borrowed capital at beginning of first excess 

profits tax year—March 28, 1950 .._.......------s-ceec0-- 8,000.00 
Nan esse Sean sncennteaecaseessncetsesaa00ds0stssee $ 2,000.00 
LSOGRTON Se): (en enener ner nS 1,500.00 
Ratio of 75% of increase to average daily borrowed 

capital in W953. ..........-- iceece eves secensoeaet ee 15.0% 
Interest paid on borrowed capital .......-.......---.-----c---0---4 ® 238.07 
Adjustment for interest on borrowed capital 

(15.0% of W2ee07) ................122 $ 39.71 


Adjustment for interest on borrowed capital per return 11,176.60 


BETO eon ce ncccinanes-------0000-n0--00eee eee $ 11,140.89 


Income and Excess Profits Tax Computation 
Taxable Year Ended December 31, 1953 
Income Tax 
Si a a ee, $117,701.73 
Combined normal tax and surtax (52% less $5,500.00)$ 55,704.90 


Excess Profits Tax 


fix@ess pronts NEE TiCOMe ._...c-scc2-.ccsce<-c-cleeeesecnc nc $117,737.44 
Pxeses profits credit, Extibit A 222... 80,706.50 
Adjusted excess profits net income. ...............-..2-:00--+- $ 37,030.94 
30% of adjusted excess profits net income ...............-.. $ 11,109.28 
18% of exe@ss profits net INCOME .cccccccnrccnsnnceases--.----cneees $ 21,192.74 
New corporation—4th year 

(11% of excess profits net income) ..............-2..---+- $ 12,951.12 
Excess profits tax (smallest of above amounts) ............ $ 11,109.28 
i. f*)  _—__ eee: 90, 704.90 
etal Mie lial _......ascc<-..-.--0sce eee ee $ 66,814.18 
Total tax previously assessed, Account No. CI 395, 

ote temeetos Dismrithe ...... cca ee 47,621.85 


Tianhe. Pere... Rew os non deeeee $ 19,192.33 
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Panibie A” 
EXCESS PROFITS CREDIT—BASED ON INCOME 


Taxable Years Ended December 31, 1952 and December 3], 
1953. 


Average Base Period Net Income—Based on Growth: 


1. Date of commencement of business 1935 
Total Payroll Gross Receipts 
2. (a) Last half of base period ...... $184,485.50 $3,668,022.12 
(b) First half of base period ........ $138,834.14 $2.779,488.97 


(c) Percentage which (a) is of (b) 133% 132% 

3. Excess profits net income for last 

Dieratmirs Ot DAS PerlOd ......-...--...----20----0sss- $ 90,384.16 
© CE ha OD lois 3)” $ 45,192.08 
o. Excess profits net income for last 

12 months of base period .................-..-.---0:00--+- $ 47,271.15 
6. Weighted excess profits net income for 

first Oemomtiic of 1950 ...............-------------------o--- $ 57,104.16 
7. Excess profits net income for last 

 TOrmUewe 20 © -.<-----------c----------------0-----eseneee- $ 23,635.56 
Yee jolis line 7) ea $ 80,739.72 
9. Average base period net income based on 

growth (highest of lines 4, 5 or 8) .....2..22...... $ 80,739.72 
Excess Profits Credit: 1952 1953 
0, Line QRS A $67,013.97 $67,013.97 


11. 12% of net capital addition, Exhibit B 14,883.59 13,692.53 


12. Excess profits credit based on income ..$81,897.56 $80,706.50 
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Exhibit “A”—(Continued) 
Exhibit “B” 

TAXABLE YEAR CAPITAL ADDITIONS 


Taxable Years 1952 and 1953 
1952 


. Equity capital beginning of first tax- 


able year ending after June 30, 1950 
per Exhibit C. ........ cee. $280,000.00 


. Equity capital beginning of taxable 


year, Exhibit G .. eee eee, $364,946.83 


. Borrowed capital at beginning of first 


taxable year ending after June 30, 


| Lo) 0 ce ee $ 8,000.00 


. Average daily amount of borrowed cap- 


ital for taxablesyem 2. $ 60,110.73 


. Line 2 minue Ime @P 2.2... § 84,946.83 
. 759% of line 4 minus line 3 ............ 39,083.05 


. Average daily capital addition (line 


5 plus line.6) ...2222).. a $124,029.88 


. Average daily capital reduction ........ 0.00 


| Net capital auditicnes = = $124,029.88 
. 12% of net capital addition .............. $ 14,883.59 


Exhibit “C” 


1953 


$280,000.00 


$392,604.40 


$ 8,000.00 


$ 10,000.00 
$112,604.40 
1,500.00 


$114,104.40 
0.00 


$114,104.40 
13,692.53 


EQUITY CAPITAL AT BEGINNING OF YEAR 


Taxable Years 1950, 1952 & 1953 


Assets at April 1, 1950: 


O_o $ 45,618.63 
Accounts Receivable ....................-..------- 139,506.62 
Merchandise Inventory ....................... 37,724.59 
CMe Eiuyprnewt ...... ccs cee 1,450.71 
Peato@-and Treks |.....02.....02200-etdeccescec one 33,877.56 
Machinery and Equipment. .................. 43,730.26 
Pr@jomid Lipstman@e:................ssccccccccsseesees-- 4,163.67 


Tneimpatice WDWepOsitS  —....... ccc 2,293.48 


$308,371.52 _ 
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Equity Capital At Beginning of Ycar—(Continued) 
Taxable Years 1950, 1952 & 1953—~(Continued) 


Liabilities: 
ios Payeute (Bank) .......................... $ 8,000.00 
Prccomntswlayalole .we..................--.-----.----- 1,710.00 
Pecrucarayroll Taxes .....................-... 82:23 
Accounts Payable—Officer .................... 18,579.29 283871. 52 
Equity capital at April 1, 1950 -_............ $280,000.00 
Assets per books at January 1, 1952 ...... $494,348.74. 
Bidd: Incorporation costs ..................-...-- 401.09 $494,749.83 
Biapumedes sper books .............---~--.----.:----- $325,472.20 


Add: California Franchise tax (1950) 380.04. 
Federal income tax deficiency (1950) 3,950.76 


ty | I $329,803.00 
Less: Note of O. H. Kruse ...................... 200,000.00 129,803.00 


Equity capital at January 1, 1952 ............ $364,946.83 


_ Assets per books at January 1, 1953 ...... $549,277.45 
Add: Incorporation costs. .................------- 401.09 $549,678.54 


Mrainilities per books .....2.............-2.....---. $338,749.08 
Add: California Franchise tax (1950) .. 380.04 
Federal Income tax deficiency (1950) 3,950.76 
Federal income tax deficiency (1952) 13,994.26 


San... 00 ee ne $357,074.14 
Less: Note of O. H. Kruse .................-...- 200,000.00 157,074.14 


Equity capital at January 1, 1953 .......... $392,604.40 


Served and Entered: February 4, 1957. 


[Endorsed]: T.C.U.S. Filed January 28, 1997. 
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ANSWER 


The Commissioner of Internal Revenue, by his 
attorney, Nelson P. Rose, Chief Counsel, Internal 
Revenue Service, for answer to the petition of the 
above-named taxpayer, admits and denies as fol- 
lows: 


1, 2, and 3. Admits the allegations contained in 
paragraphs 1, 2, and 3 of the petition. 


4. Denies the allegations of error contained in 
paragraph 4 of the petition. 


d. (a) With regard to the facts upon which the 
petitioner relies as the basis of this proceeding, 
admits the allegations contained in subparagraph 
(a) on Page 3 of paragraph 5 of the petition. 


(b) Denies, for lack of sufficient information 
presently available, the allegations contained in sub- 
paragraph (b) on Page 3 of paragraph 5 of the 
petition. 

(a) Admits that the said O. H. Kruse transferred 
his business, and substantially all of the assets em- 
ployed therein, subject to its then liabilities, to a 
corporation organized by him under the laws of the 
State of California, with the name “O. H. ruse 
Grain & Milling,” the petitioner herein; denies the 
remaining allegation contained in subparagraph (a) 
on Page 5 of paragraph 5 of the petition. 


(b) Denies the allegations contained. in subpara- 
graph (b) on Page 5 of paragraph 5 of the petition. 
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(c) through (k) Denies the allegations contained 
‘in subparagraphs (c) through (k) of paragraph 5 
of the petition. 

(1) Admits the allegations contained in subpara- 
graph 1 of paragraph 5 of the petition. 

(m) through (0) Denies the allegations contained — 
in subparagraphs (m) through (0) of paragraph 5 
of the petition. 

(p) Admits the allegations contained in subpara- 
graph (p) of paragraph 5 of the petition. 

6. Denies generally and specifically each ‘and 
every allegation contained in the petition not here- 
inbefore expressly admitted, qualified or denied. 

Wherefore, it is prayed that the Commissioner’s 
determination be approved and the petitioner’s ap- 
peal denied. 


/3s/ NELSON P. ROSE, REM, 
Chief Counsel, Internal 
Revenue Service. 


Of Counsel: Melvin L. Sears, Regional Counsel, 
E. C. Crouter, Assistant Regional Counsel, 
R. E. Maiden, Jr., Special Assistant to the Re- 
gional Counsel, Joseph G. White, Jr., Attorney. 


Served and Entered March 19, 1957. 


[Endorsed]: T.C.U.S. Filed March 18, 1957. 
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STIPULATION OF FACTS 


It is hereby stipulated that, for the purpose of 
this ease, the following statements may be accepted 
as facts; provided, however, that either party may 
introduce other and further evidence not inconsist- 


ent with the facts herein stipulated. 


1. The petitioner is a corporation organized 
under the laws of the State of California on March 
27, 19e0. 


2. The petitioner corporation had an authorized 
capital stock of $300,000.00, consisting of 3,000 
shares, each of the par value of $100.00. 


3. O. H. Kruse, president of the petitioner corpo- 
ration, had been engaged in the hay, grain, and feed 
business for a period of fourteen years, immediately 
prior to the organization of the petitioner corpo- 


ration. 


4. ‘The name under which O. H. Kruse conducted 
his business as a sole proprictorship was O. H. 


Kruse Grain and Milling. 


D). ‘The assets of O. H. Kruse which were trans- 
ferred to the petitioner corporation in exchange for 
stock consisted of the following: 
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owe OCC.) $ 1,865.76 
AO Ei Ono T 
Machinery and Equipment .............. 64,113.91 
$123,114.94, 
Less accrued depreciation .................. 44,050.41 
$ 79,064.53 
Syahid 1S 4,163.67 
Insurance deposits less accrued premiums ............ 2,293.48 
Se oa do concen --ase-cincencesncaeadseenedcuses AOS Ss 


$89,792.23 


6. The habilities of O. H. Kruse which were as- 
sumed by the petitioner corporation were as fol- 
lows: 


Notes Payable (bank)....... $8,000.00 
Accounts Payable (trade).... 1,710.00 
Accrued payroll taxes 

mie 2/5) 62123 


$9,792.23 


7. O. H. Kruse conveyed the following assets to 
the petitioner corporation and accepted in payment 
therefor its promissory note in the principal sum of 
$200,000.00, and an open account in his favor, in the 
amount of $18,579.29: 


Accounts Receivable ...... $139,506.62 
Merchandise Inventory .... 37,724.59 
OBIS Gobo o: oo 41,348.08 


$218,579.29 
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S. Payment of the petitioner corporation’s note 
was made 1n installments as follows: 


November 4, 1950......... $100,000.00 
ANTE UO ack eee... 20,000.00 
Ganoier 2a d95S.........«.. 80,000.00 

$200,000.00 


/s/ LeVONE A. YARDUM, 
Counsel for Petitioner. 


/s/ ARCH M. CANTRALL, REM, 
Chief Counsel, Internal Revenue Service, Counsel 
for Respondent. 


[Endorsed]: T.C.U.S. Filed January 8, 1959. 


T. C. Memo. 1959-110 
Tax Court of the United States 


O. H. Kruse Grain & Milling, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 


Docket No. 65683. Filed May 26, 1959. 


MEMORANDUM FINDINGS OF FACT 
AND OPINION 


Held, that the petitioner, in giving a promissory 
note to its majority stockholder, did not intend to 
create a true indebtedness within the meaning of 
section 23 ()) of the Internal Revenue Code of 1939 
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and consequently is not entitled to deductions for 
interest on such note for the years 1952 and 1953. 


Held, further, that rental payments to its major- 
ity stockholder which were acerued by petitioner on 
its books for the years 1952 and 1953 were inelud- 
ible in the gross income of the payee by application 
of the doctrine of constructive receipt and the 
claimed deductions are not barred by section 24 (ce), 
ier. of 1939. 


LeVone A. Yardum, Esq., for the petitioner. 


John E. Schessler, Esq., and J. Earl Gardner, 
Esq., for the respondent. 


Mulroney, Judge: The respondent determined de- 
ficiencies in the income tax of petitioner for the 
years 1952 and 1953 in the respective amounts of 
$13,994.26 and $19,192.33. 


The questions in the case are: 


1. Whether an alleged promissory note issued in 
1950 by petitioner to O. H. Kruse, who, with his 
wife jointly owned all of the petitioner’s outstand- 
ing stock, was a true indebtedness so that accrued 
interest thereon during the years 1952 and 1953 
would be deductible under the provisions of section 
23 (b), Internal Revenue Code of 1939;* and 


2. Whether petitioner is barred by section 24 (c) 
from deducting accrued rental expense during the 
years 1952 and 1953. 


+ All section references are to the Internal Reve- 
nue Code of 1939, as amended. 
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Findings of Fact 


Some of the facts were stipulated and they are 
found accordingly. 

Petitioner is a corporation organized under the 
laws of the State of California and it filed its cor- 
porate income tax returns for the years 1952 and 
1953 with the district director of internal revenue 
at Los Angeles, California. 

O. H. Kruse, sometimes referred to in the record 
as Otto H. Kruse, president of petitioner corpora- 
tion, had been engaged in the hay, grain and feed 
business for a period of 14 years prior to 1950. In 
April 1950 O. H. Kruse and his wife, Helen D. 
Kruse, formed petitioner corporation, using the 
name O. H. Kruse Grain & Milling as the name of 
the corporation, which was the same name as O. H. 
Kruse had used 1n conducting his business as a sole 
proprietorship. The petitioner corporation had an 
authorized capital stock of $300,000, consisting of 
3,000 shares of $100 par value each. On April J, 
1950, O. H. Kruse transferred to petitioner, in ex- 
change for 800 shares of stock, the following prop- 
erty: 


Office Equipment .2:.....caeee A: $ 1,865.76 
Antes and Trucks ...... 3... Salo ome 
Machinery and Equipment .............. 64,113.91 
$123,114.94 
Less accrued depreciation .................. 44,050.41 
$ 79,064.53 
LOG TOGUREACE . .e:.. ceeees...cnces UMMNNY...-...--<i0e-. ee 4,163.67 
Insurance deposits less accrued premiums ............ 2,293.48 
WOM ets. i ea 4,270.55 


$89,792.23 
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In this transaction petitioner assumed liabilities 
of O. H. Kruse, as follows: 


Notes payable (bank)........ $8,000.00 
Accounts payable (trade).... 1,710.00 
Acerued payroll taxes 

Cdieeie 70)... www. wk 82.23 


$9 792.23 


he minutes of the meeting of June 15, 1950 of 
the board of directors of the petitioner corporation 
show the following: 


Mr. Kruse then stated that he had advanced 
funds to the corporation for working capital, 
and that he would be willing to accept the cor- 
poration’s promissory note for $200,000.00 pay- 
able December 31, 1950, to bear interest at the 
rate of 6% per annum beginning January 1, 
1951, if the note should be unpaid on that date. 
The balance of the advance could be carried as 
an open account. Payments to Mr. Kruse, other 
than those on the promissory note, should be 
applied first to accrued interest, secondly to 
accrued rental, and then to the open account. 


The following resolution is also contained in these 
minutes: 


Resolved: That the officers of the corporation 
be directed to execute a promissory note in the 
amount of $200,000.00, payable to Mr. O. H. 
Kruse, payable on December 31, 1950, and to 
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bear interest at the rate of 6% per annum if 
unpaid on January 1, 1951. 


OQ. H. Kruse conveyed the following assets to the 
petitioner corporation and accepted in payment 
therefor its promissory note in the principal sum 
of $200,000 and an open account in his favor in the 
amount of $18,579.29: 


Accounts receivable ....... $139,506.62 
Merchandise inventory .... 37,724.59 
Cash . ong... 41,348.08 

$218,579.29 


The $200,000 note was dated June 15, 1950 and it 
provides for the payment of the $200,000 “On or 
before December 31, 1950 or thereafter on demand” 
and it bears interest at the rate of 6 per cent “from 
January 1, 1951 until paid, interest payable semi- 
annually.” 


Petitioner rented certain real estate consisting of 
mills and a small house used as an office from 
O. H. Kruse for $1,000 per month and continued 
renting this property through the year 1953. The 
corporate journal entry for each month of 1952 and 
19583 shows a debit to “Interest” or “Interest. Iix- 
pense” and a eredit to “Accrued Interest.” These 
monthly journal entries were posted to ledger sheets 
entitled “Accrued Interest.” 

The corporate journal entry for each month for 
1952 and 1953 shows a debit to “Rent” or “Rental 
Expense” and a credit to “Aecrued Rent.” These 
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monthly journal entries were posted to ledger sheets 
entitled “Accrued Rent.” Petitioner had a line of 
eredit of $100,000 with the Bank of America estab- 
lished on November 3, 1951 and on said date O. H. 
Kruse and Helen D. Kruse signed a subordination 
agreement subordinating the $200,000 note obliga- 
tion to any existing loan with the bank. In said 
agreement O. H. Kruse and his wife agreed not to 
sue, collect or receive payment upon any claim, nor 
interest thereon, which they held against petitioner 
so long as petitioner owed the bank. 


Petitioner corporation deducted accrued interest 
of $9,000 and accrued rent of $9,000, both payable 
to O. H. Kruse, in 1950. 


Petitioner corporation deducted $12,000 rent and 
$12,000 interest both payable to O. H. Kruse, and 
O. H. Kruse, who reported his income on the cash 
method of accounting at all times, reported $21,000 
rent and no interest from petitioner corporation in 
1951. Nothing was paid on these items in 19951. 


Petitioner corporation deducted accrued rent of 
$12,000 and accrued interest of $12,000 both owing 
to O. H. Kruse in 1952. O. H. Kruse reported 
$12,000 rent and $6,000 interest both from peti- 
tioner in 1952. Nothing was paid on these items in 
952. 


Petitioner corporation deducted accrued rent of 
$12,000 and accrued interest of $12,000 both owing 
to O. H. Kruse in 1953. O. H. Kruse reported 
$12,000 rent and $12,000 interest, both from peti- 
tioner in 1958. 
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Petitioner paid $2,000 interest in September 1953 
and $12,000 rent in December 1953 to O. H. Kruse. 
Payment of the corporation’s note to O. H. Kruse 
was made in installments as follows: 


November 1, 19G5009)........ $100,000 
apn! 2 eee 20,000 
October'22, 190s aw... ..... 80,000 

$200,000 


Respondent disallowed petitioner’s deductions in 
the amount of $12,000 for each of the years 1952 
and 1953 as interest expense on the ground that no 
indebtedness existed within the meaning of section 
23 (b) of the Internal Revenue Code of 1939 and 
also on the ground that these amounts were not 
paid during the taxable years 1952 and 1953 or 
within 214 months following the close of the taxable 
years, pursuant to the provisions of section 24 (ce) 
of the Interna] Revenue Code of 1989. 


Respondent also disallowed deductions in the 
amount of $12,000 in each of the years 1952 and 
1953 as rental expense on the ground that these 
amounts were not paid during the taxable years 
1952. and 1953 or within 2144 months following the 
close of the taxable years, pursuant to the provi- 
sions of section 24 (¢) of the Internal Revenue 
Code of 1939. 

Petitioner’s note of June 15, 1950, payable to Otto 
H. Kruse in the sum of $200,000, was not a bona fide 
indebtedness of petitioner and interest acerued 
thereon i 1952 and 1953 was not deductible. 
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Petitioner was not precluded by section 24 (¢) 
from deducting accrued rental expense in the sum 
of $12,000 for each of the years 1952 and 1958. 


Opinion 


In disallowing petitioner’s deductions of interest 
expense in the sum of $12,000 for each of the years 
1952 and 19538, respondent explained that his disal- 
lowanece was based on his determination “that no 
indebtedness exists within the meaning of section 
23 (b) of the Internal Revenue Code of 1939.” 
Since the usual presumption of correctness, inher- 
ing in respondent’s determination, applies, the bur- 
den was on petitioner to establish the existence of 
the indebtedness to which the claimed interest ex- 
pense was related. Petitioner sought to sustain its 
burden by introducing the $200,000 note given to its 
president, who, with his wife jointly, held all of its 
stock, the minutes of the corporation, the books of 
the corporation which might be said to show accru- 
als of interest on this note and $2,000 payment of 
such interest in 1953, and almost nothing more 
which would tend to substantiate the interest deduc- 
tion. 

The significant fact is that petitioner sought to 
establish its burden without the testimony of O. H. 
Kruse and there is no explanation in the record that 
his testimony was unavailable. The only witness in 
the case was Fray L. Hobson, a certified public 
accountant who described himself as an assistant 
secretary of petitioner, but actually petitioner was 
merely one of the clients of his accountancy busi- 
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ness, for whom he worked as an accountant about 
three days a month. 

The record in this case shows that in 1950 O. H. 
Kruse, desiring to incorporate his grain and milling 
business that he had operated for 14 years as a sole 
proprietorship, formed a corporation with the same 
name as his sole proprietorship: business, to which 
corporation he first transferred part of his business 
assets and received payment therefor in the form 
of 800 shares of stock, and to which he later trans- 
ferred other business assets such as accounts re- 
ceivable, stock of merchandise, and some cash in the 
sum of $41,348.08 and received in payment therefor 
the corporation’s note in the sum of $200,000 and 
an $18,579.29 open account in his favor. The 800 
shares of stock, which were issued to O. H. Kruse 
and his wife, jointly, were all of the issued shares 
and O. H. Kruse became the president of the corpo- 
ration and in complete control at the time the 
$200,000 note was issued by the corporation to him. 
The question is whether the $200,000 note did, in 
reality, represent a bona fide indebtedness of the 
corporation or whether it was a contribution to cap- 
ital. There have been many eases involving the issue 
of whether the principal stockholder of a closely 
held corporation succeeded in establishing a cred- 
itor-debtor relationship between himself and_ the 
corporation. See Gooding Amusement Co., 23 T.C. 
408, and the affirming opinion in Gooding Amuse- 
ment Co. v. Commissioner, 236 F. 2d 159, where 
many cases involving this issue are cited and re- 
viewed. The issue is essentially one of faet (Tribune — 
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Publishing Co., 17 T.C. 1228) and it is to be decided 
upon the facts and circumstances of the particular 
ease (Charles L. Huisking & Co., 4 T.C. 595). Vari- 
ous factors and combination of factors have been 
relied upon in the decided cases as a basis for the 
determination of the issue. The inquiry is not lim- 
ited to the instruments, and it has been said the 
real intent of the parties is the decisive factor. 
Gooding Amusement Co., supra; Proctor Shop, Inc., 
pO B.T.A. 721. 

One of the factors is the presence or absence of a 
fixed maturity date for the instrument, Mullin 
Building Corporation, 9 T.C. 350. Here the $200,- 
000 note dated June 15, 1950 and executed by O. H. 
Kruse as president of the corporation in favor of 
himself was on the usual printed note form but in 
the written part it provided for payment “On or 
before December 31, 1950 or thereafter on demand.” 
It appears to be a demand note with no right to 
make demand for about the first six months and the 

right to fix the maturity date by demand after De- 
-cember 31, 1950, given to the payee. We need not 
say that in all cases‘a demand note given to a stock- 
holder would not evidence an indebtedness, but we 
think it can be said here as was said of the obliga- 
tion in Gooding Amusement Co., supra: 

The husband held the majority stock in the 
corporation. It is, in our opinion, unreasonable 
to aseribe to the husband petitioner, F. E. 
Gooding, an intention at the time of the issu- 
ance of the notes ever to enforce payment of his 
notes, especially if to do so would either impair 
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the credit rating of the corporation,’ cause it 
to borrow from other sources the funds neces- 
sary to meet the payments, or bring about its 
dissolution. * * * [Footnote omitted.] ~ 

This points up the failure of O. H. Kruse to tes- 
tify, for the unexplained terms of the note instru- 
ment leaves a permissible inference that O. H. 
Kruse, at the time he had his corporation issue the 
note to him, did not intend to enforce payment by 
his corporation 1f by so doing his corporation would 
be at all inconvenienced. This inference is somewhat 
strengthened by the subordination agreement exe- 
cuted by O. H. Kruse and his wife in November 
1951 with the Bank of America at the time the cor- 
poration established a $100,000 line of credit with 
the bank. The said agreement subordinated the cor- 
poration’s obligation on the note to the corporation’s 
indebtedness to the bank and O. H. Kruse therein 
promised to do nothing toward collection or enforce- 
ment of the obligation of the note “nor imterest 
thereon” as long as the corporation was indebted to 
the bank. 

It is also of interest to note the treatment ac- 
corded the obligation of the note and especially the 
interest obligation by O. H. Kruse and also by the 
corporation. In 1950 the corporation accrued $9,000 
interest on this note obligation and took a deduction 
therefor although the note by its terms did not pro- 
vide for any interest until January 1, 1951. Hobson, 
who either kept the books or supervised the book- 
keeping, and who made out the corporation’s return 
merely stated this was a mistake: “When the 1950 
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retuin was reviewed, that error was corrected.” 
Tlobson also said he made out Kruse’s 1950 income 
tax return but for some reason neither the original 
nor copy of this return was made available so we 
do not know how O. H. Kruse treated the $9,000 in- 
terest item in that return. We do know that. in 1951 
the corporation accrued $12,000 interest on the note 
and took deduction therefor on the return prepared 
by Hobson, and O. H. Kruse in his return for that 
year reported the receipt of no interest. Hobson tes- 
tified he made out. Kruse’s return and this was an- 
other “mistake.” His name does not appear on this 
return as the person who prepared it. Again in 1952 
the corporation accrued $12,000 interest on the note 
and took deduction therefor in the 1952 return made 
out by Hobson. In O. H. Kruse’s return for that 
year he only reported receipt of $6,000 interest on 
the note. Again Hobson states this was a mistake. 
This return bears Hobson’s signature as the person 
who prepared it but underneath there is typed: 
“Prepared from data submitted by taxpayer.” In 
the 1953 return of the corporation and O. H. Kruse, 
both prepared by Hobson, there is the deduction of 
$12,000 interest on the corporation return and the 
report of receipt of $12,000 interest on the O. H. 
Kruse return. 

There is some question as to the sufficiency of the 
book entries to show interest accruals but we will 
assume Hobson, the certified public accountant, was 
at least correct, since 1951, in showing the interest 
accruals. It is no explanation for Kruse’s and the 

corporation’s accountant merely to say there were 
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“mistakes” in the books and corporation income tax 
return for 1950, and in Kruse’s income tax returns 
for the years 1950, 1951 and 1952. All of these so- 
ealled mistakes relate directly to the alleged interest 
obligation which was the subject of deduction by 
the corporation in the years in question. It is obvi- 
ous the treatment of the interest obligation in these 
early years must be termed a mistake if petitioner 
is to argue the note presents an unconditional and 
legally enforceable obligation for the payment of 
$200,000. But this treatment of the interest obliga- 
tion, standing unexplained by O. H. Kruse, is some 
evidence that casts doubt as to there being an inten- 
tion to issue a legally enforceable obligation. There 
are other bits of evidence that also cast doubt upon 
there being an intention to create a real debt when 
O. H. Kruse caused the corporation he controlled 
to issue the note to him. The note was unsecured. 
Although the corporation paid its obligations, other 
than this note, promptly, it made no payment on the 
principal on this note until November 1955, which 
was after the issue as to whether this was a true 
corporate obhgation had been raised by the revenue 
agent. ~ 

Upon the whole record we hold petitioner failed 
to sustain its burden of proving the existence of an 
indebtedness to whieh the interest expense related. 

Respondent makes an alternative argument with 
respect to the interest deductions for 1952 and 1953 
to the effect that the corporation is barred by sec- — 
tion 24 (c) from deducting interest 1t aeerued which 
was not actually paid to or ineludible in the gross 
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income of O. H. Kruse within the taxable year that 
the deduction was taken or 2144 months following 
the close thereof. Because of our holding that the 
interest deductions were properly disallowed be- 
cause no genuine indebtedness existed, we need not 
consider this portion of respondent’s argument. But 
respondent makes a similar argument based on his 
determination with respect to $12,000 rental deduc- 
tion petitioner took in 1952 and the $12,000 rental 
deduction petitioner took in 19538, which deduction 
respondent also disallowed. 


The minutes of the corporation show the rental 
by the corporation, on a year to year basis, of all of 
_ the real property it occupied, which was owned by 
QO. H. Kruse, consisting of two mills and a small 
house used for an office at a rental of $1,000 a 
month. No question is raised as to the amount of the 
rental being reasonable and the corporation accrued 
the $1,000 rental item each month. The rent of 
$12,000 for 1952 was not actually paid in that year 
to O. H. Kruse nor was it paid to him within 214 
months thereafter. The books of the corporation 
show the issuance of a check to O. H. Kruse dated 
December 15, 1953 in the sum of $12,000 which 
Hobson identifies as being for rent. Respondent does 
not seem to question this evidence as being sufficient 
to establish petitioner’s payment of the $12,000 rent 
- deducted in its 1953 return. The question is whether 
the evidence is sufficient to show constructive re- 
_ceipt by O. H. Kruse of as much rent as the corpo- 
ration deducted for the year 1952. 
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Petitioner argues the $12,000 yearly rental during 
the years involved was “constructively received” by 
O. H. Kruse—that under the doctrine of construc- 
tive receipt the $12,000 rental was includible in the 
gross income of O. H. Kruse. The record shows that 
O. H. Kruse did include the $12,000 rental as in- 
come in his return for all of the years, including the 
years in question. In his return for 1951 O. H. 
Kruse reported $21,000 rental income from the cor- 
poration for this property which Hobson explains 
as another one of his “mistakes.” 

The issue turns upon whether the rental income 
was set apart or credited to O. H. Kruse so that it 
could be drawn upon by him without any substan- 
tial limitation. Geiger & Peters, Inc., 27 T.C. 911. 
The record is not too clear but the journal entry 
each month shows a debit to “Rent” or “Rental Eix- 
pense” and credit to “Accrued Rent.” These journal 
entries were posted in the ledger sheets of the cor- 
poration entitled “Accrued Rent.” Hobson, who set 
up the books, testified he did not think it necessary 
that the accrued rent account be further identified 
im the books as an obligation owed to O. H. Kruse 
because this was the property the corporation occu- 
pied, and it was identified in the minutes as being 
Kruse’s property that the corporation was renting 
and it was the only property it rented and he and 
O. HT. Kruse knew exactly to whom the rental ac- 
count was owed. It is true that there is not the same 
need for a multiplicity of accounts or identity of 
accounts in a small wholly owned corporation, such 
as would be required completely to inform officers, — 
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directors, and stockholders of a corporation with 
many stockholders. It fairly appears from the books 
that the rent accrued during the years in question 
was the rent. due to O. H. Kruse of $1,000 a month 
for the property petitioner occupied. We also hold 
this rent was constructively received by O. H. 
Kruse in 1952. When we treat the accrued rent ac- 
count in the ledger as being an accrued obligation 
owing to O. H. Kruse, who was, in effect, in sole 
control of the corporation, it must be admitted the 
accruals were subject to his “unqualified demand.” 
Platt Trailer Co., 23 T.C. 1065. Without delving 
deeply into the corporate finances, it is clear the 
corporation could have paid the rental obligation in 
1952, either out of cash, or from borrowing on its 
unused line of credit in the Bank of America, or by 
a secured loan pledging some $300,000 in accounts 
receivable. We have earlier held the rental for 1953 
was paid. We hold petitioner was entitled to the 
rental deductions in the sum of $12,000 for each of 
| the years 1952 and 1953. 


Decision will be entered under Rule 50. 


served May 26, 1959. 
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Tax Court of the United States 
Washington 
Docket No. 65683 


O. H. KRUSE GRAIN & MILLING, 
Petitioner, 
VS. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DECISION 


Pursuant to the Court’s Memorandum Findings 
of Fact and Opinion, filed May 26, 1959, the parties 
herein having filed an agreed computation of tax on 
August 4, 1959, it is 

Ordered and Decided: That there are deficiencies 
in income tax for the taxable years 1952 and 1953 
in the respective amounts of $5,555.28 and $9,048.53. 


[Seal] /s/ JOHN E. MULRONEY, | 
Judge. 


Iintered August 7, 1959. 


Served August 10, 1959. 
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In the United States Court of Appeals 
For the Ninth Circuit 


T. C. Docket No. 65683 


O. H. KRUSE GRAIN & MILLING, a corpora- 
tion, Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


PETITION FOR REVIEW 


O. H. Kruse Grain & Milling, a corporation, the 
petitioner in this cause, by LeVone A. Yardum, 
counsel, hereby files its petition for a review by the 
United States Court of Appeals for the Ninth Cir- 
cuit of the decision by The Tax Court of the United 
States on August 7, 1959, T. C. Memo, 1959-110, 
determining deficiencies in the petitioner’s Federal 
income taxes for the calendar years 1952 and 1953, 
in the respective amounts of $5,555.28 and $9,048.53, 
and respectfully shows: 


I. 


The petitioner, O. H. Kruse Grain & Milling, is 
a corporation duly organized and existing under 
and by virtue of the laws of the State of Califor- 
nia, with its principal office at 1459 North Tyler 
Street, El Monte, California. 


The tax returns for the years involved herein 
were filed with the District Director of Internal 
Revenue for the Sixth District California. 
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The principal place of business of the petitioner 
corporation, O. H. Kruse Grain & Milling, is within 
the jurisdiction of the United States District Court 
and United States Tax Court for the Southern Dis- 
trict of California and within the jurisdiction of the 
Ninth Cireuit of the United States Court of 
Appeals. 

That the trial of the above matter in the Tax 
Court of the United States was tried in the Tax 
Court located in the Federal Building, Los Angeles, 
California. 


IT. 
Nature of the Controversy 


The controversy involves the proper determina- 
tion of the petitioner’s lability for federal income 
taxes for the calendar years 1952 and 1953. 

In the year 1950, O. H. Kruse, an individual, 
transferred certain depreciable assets which had 
been used by him in the business conducted as a sole 
proprietorship, at their depreciated cost; prepaid 
expense items, and some eash totalling $89,792.23, 
subject to labilities of $9,792.23, in exchange for 
eight hundred (800) shares of the capital stock of 
O. H. Kruse Grain & Milling, a corporation, the 
petitioner herein. 

The said O. H. Kruse also transferred accounts 
receivable and the inventory of the business previ- 
ously conducted by him in the amounts of $139,- 
506.62, and $37,724.59, respectively, together with 
eash in the sum of $41,348.00, to the petitioner in 
exchange for its promissory note in the principal 
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amount of $200,000.00, and an open account receiv- 
able of $18,579.29. 

In addition, he transferred to the petitioner in- 
tangible assets consisting of contracts, good will, 
ete., with a value of $208,973.00, for no consider- 
ation. 


i 


The promissory note issued by the petitioner to 
O. H. Kruse, in the principal amount of $200,000.00 
was declared to be due “on or before December 31, 
1950, or thereafter on demand.” If not paid by Jan- 
uary 1, 1951, interest became payable thereon at the 
rate of 6% per annum, semi-annually. 


At a meeting of the Board of Directors of the 
petitioner, held on June 15, 1950, a resolution was 
adopted providing that payments to O. H. Kruse, 
other than those on the promissory note, should be 
applied first to accrued interest, secondly to accrued 
rental, and then to the open account. 

The petitioner keeps its books and records on the 
acerual basis. 

Interest on the note in question was accrued on 
the books of the petitioner, in the amount of $12,- 
000.00, for each of the years 1952 and 1953. 

Said note was paid in installments by the peti- 
tioner corporation to said O. H. Kruse, as follows: 


Novemljer 1, 1955........-. $100,000.00 
April 12, 1957............. 20,000.00 
October 22, 1958.......... 80,000.00 


Tole ee rr $200,000.00 
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In its Federal income tax returns for each of the 
years 1952 and 1953, the petitioner deducted as an 
expense of doing business, the amount of interest 
accrued on its promissory note which was 
$12,000.00. 


The Commissioner of Internal Revenue held that 
the said promissory note was not a bona fide obliga- 
tion of the petitioner corporation and disallowed 
the deduction claimed for interest accrued thereon 


($12,000.00) in each of the years 1952 and 1953, and 


determined the deficiencies for the years 1952 and 
1953, as aforesaid. 

The trial court, Tax Court of the United States, 
held that the petitioner corporation, in giving its 
promissory note to its majority stockholder, did not 


intend to create a true indebtedness within the — 


meaning. of Section 23(b) of the Internal Revenue 
Code of 1939 and consequently that the petitioner 
corporation was not entitled to deductions for inter- 
ests on such note for the years 1952 and 1953. 


Petitioner does not appeal from that portion of — 


the findings and opinion of the Court which held 
that the rental payments to the corporation’s major- 
ity stockholder which were acerued by the peti- 
tioner corporation on its books for the years 1952 


and 1953 were ineludible in the gross income of the | 
payee, O. H. Kruse, by application of the doctrine — 


of constructive receipt, and that the claimed deduc- 
tions made by the corporation were not barred by 
Section 24(e), Internal Revenue Code of 1939. 


The said O. H. Kruse Grain & Milling, being 
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agerieved by the findings of fact and conclusions of 
law contained in said findings and opinion of the 
Court, and by its decision pursuant thereto, desires 
‘to obtain a review thereof by the United States 
Court of Appeals for the Ninth Circuit. 


/s/ LeVONE A. YARDUM, 
Counsel for Petitioner. 


Duly Verified. 
Affidavit of Service by Mail Attached. 


[Endorsed]: T.C.U.S. Filed September 14, 1959. 


Tr The Tax Court of the United States 
Docket No. 65683 


O. H. KRUSE GRAIN AND MILLING, 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


TRANSCRIPT OF PROCEEDINGS 


Courtroom No. 9, Federal Building, Los Angeles, 
California, Thursday, January 8, 1959. 


The above-entitled matter came on for hearing, 


pursuant to notice to the parties, at 10:00 o’clock, 
a.m. 
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Before: Honorable James E. Mulroney, Presiding. 

Appearances: LeVone A. Yardum, Esq., 9405 
Brighton Way, Beverly Hills, California, for O. H. 
Kruse Grain and Milling, Petitioner. John Schess- 
ler, Esq., and J. Earl Gardner, Esq., Room 1135, 
Subway Terminal Building, 417 South Hill Street, 
Los Angeles, California, for the Respondent. [1]|* 


Proceedings 


The Clerk: Docket No. 65688, O. H. Kruse Grain 
and Milling. 


Gentlemen, will you state your appearances for — 


the record ? 

Mr. Yardum: LeVone A. Yardum for the peti- 
tioner. 

Mr. Schessler: John Schessler and J. Earl Gard- 
ner for the respondent. 

The Court: How long will this ease take, gentle- 
men? 

Mr. Yardum: We will estimate it, we originally 
estimated it two hours, your Honor. 

It may take a little longer. 

We can probably finish it this morning, your 
Honor. I think so. 

The Court: Or early afternoon? 

Mr. Yardum: We are in the process of signing 
a stipulation that should shorten it. I haven't 
signed it yet. 

Are we going to go on first, your Honor? 


* Page numbers appearing at top of page of Reporter’s Tran- 


script of Record. 
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The Court: Well, I think so. I thought we 
might go on with this case and dispose of this case 
this morning. 

We will go on with the O. H. Kruse ease. 

I assume that before the case is submitted, you 
will be able to sign the stipulation? 

Mr. Yardum: If I just take a few minutes now, 
I [4] can read it. 

The Court: Very well. We will take a short 
recess. 

(Short recess taken. ) 

The Court: The stipulation has now been signed, 
has it, and it is all right? 

Mr. Yardum: Yes, sir. 

The Court: We can proceed with this case. I 
am ready for the opening statements. 

Do you want to make an opening statement, Mr. 
Yardum ? 


Mr. Yardum: Yes. 

The Court: I would like one of you to tell me, 
briefly, what this case is about, the issues that are 
involved. 

Mr. Schessler: If it please the Court, your 
Honor, in the ¢ase of O. H. Kruse Grain and Mill- 
ing versus the Commissioner, the petitioner is a 
California corporation. 

The proceeding involved deficiences of $13,994.26 
for 1952, $19,192.33 for 1953. 

The issues involved are a deduction for interest 
expense of $12,000.00 and a deduction of rental ex- 
pense of $12,000.00 in 1952 and also in 1953. 
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In regard to the interest claimed as a deduction 
by the corporation, the Commissioner determined 
that no indebtedness existed within the meaning of 
Section 23 (b) of [5] the 1933 Internal Revenue 
Code and, further, that even if that indebtedness 
did exist, the interest expense was not paid during 
the taxable years 1952 and 1953 or within two and 
a half months following the close of the taxable 
years pursuant to Section 24 (c) of the 1989 Code. 

Regarding rent, the Commissioner determined 
that the rental expense was not paid during the 
years 1952 and 1953, or within two and a half 
months following the close of the taxable years, pur- 
suant to Section 24 (ce) of the 1939 Code. 

This corporation was organized in March, 1950, 
to take over hay, grain and feed business that was 
formerly owned by O. H. Kruse, individual, for 
about 14 years. 


The corporation had an authorized capital stock 
of 3000 shares par value $100.00 each. 


Most of the assets on the balance sheet of the 
sole proprictorship, except certain real property, 
was contributed to the corporation, according to 
the books, on or about April 1st, 1950, for $80,000.00 
in stock issued to Mr. Kruse and his wife as joint 
tenants, a note of $200,000.00 to Mr. Kruse and an 
open account of approximately $18,500.00 to Mr. 
Kruse. 


According to the corporate minutes, the note ma- 
tured on December 31st, 1950, and bore six percent 
interest when paid at that time. 
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Respondent contends that the indebtedness to 
Mr. Kruse [6] was not bonafide in that an invest- 
‘ment was intended and to subject the entire amount 
to the risks of the business and that he was not in- 
tended to be a creditor and have a definite obliga- 
tion payable in any and all events. 


In regard to Section 24 (c), respondent expects 
the evidence to show that even if there was an in- 
debtedness, that the lability for interest was not 
paid or constructively received by Mr. Kruse for 
the years in question within the meaning of the 
regulations. 


The rental issue relates to property owned by Mr. 
Kruse and rented to the petitioner. 


_ The respondent expects that this rental lability 

was not paid to or constructively received by Mr. 
Kruse for the years in question within the meaning 
of the regulations. 


The respondent will rely on the corporate rec- 
ords and the treatment by Mr. Kruse according to 
his income tax returns to show that the amounts 
were not constructively received by Mr. Kruse, to 
show that the treatment by the corporation and Mr. 
Kruse was not consistent in any of the years. 

The Court: Just those two issues? 

Mr. Schessler: Those are the issues, your Honor. 


The Court: Do you have a stipulation to file? 


Mr. Schessler: Yes, sir, your Honor. We have 
a stipulation that has been marked. [7] 
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The Court: The stipulation will be received. 
Are you ready? 


Mr. Yardum: I would like to make a short state- 
ment, your Honor. 


You mentioned two issues. As I see this case, I 
believe there are three issues. 


A primary issue, the one that I believe should 
be decided first, is whether this note which was 
given to Mr. Kruse and some $18,000.00 on an open 
account and returned as sale of assets, part of the 
assets, which he turned into the corporation, whether 
that note actually represents a capital investment. 


Now, if the answer is in the affirmative on that 
issue, we would not be concerned with the construc- 
tive receipt. 

If the answer is no, that it is actually a note and 
was actually a sale from Mr. Kruse to the corpora- 
tion, then we become concerned with the interest, 
whether it was constructively paid by the corpora- 
tion and constructively received by Mr. Kruse per- 
sonally. 


The rent, of course, is in issue separate and apart 
from the note versus capital investment. 


The constructive receipt issue is on that issue, 
regardless of the other. 


That is all. [8] 
The Court: Call your witness. 


Mr. Yardum: Petitioner will call Mr. Fray Hob- 
son. 
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FRAY L. HOBSON 
was called as a witness by and on behalf of the 
Petitioner, and, having been first duly sworn, was 
examined and testified as follows: 


The Clerk: Wiull you take the witness stand? 
State your name and address for the reporter. 

The Witness: My name is Fray L. Hobson— 
FH-r-a-y L. H-o-b-s-o-n. 

My address is 3850 West Sixth Street, Los Ange- 
les. 

I am a certified public accountant. 


Direct Examination 


Q@. (By Mr. Yardum): Mr. Hobson, how long 
have you been an accountant? 

A. Ihave been a certified public accountant since 
1948. 

I worked in the accounting profession between 
1936 and my entrance into the Military Service of 
three years’ duration and I worked in a public ac- 
counting firm from that date until 1948. 

Q. Would you give the Court a little bit of your 
background, schooling, in accounting? 

A. I am a graduate of U.C.L.A. At that time 
it was the Economics Department. They did not 
have a School of [9] Business. 

Q. How about your experience in the account- 
ing field? Can you give us a general idea of what 
you have done? 

A. I worked two years for Haskins and Sells— 
‘H-a-s-k-i-n-s and S-c-I-l-s—upon graduation, certi- 
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(Testimony of Fray L. Hobson.) 
fied public accountants, and from that time until the 
beginning of the war I worked as an accountant in 
the management firm for motion picture people. 

When I returned from the Service, I went to 
work for Arthur Young & Company, Certified Pub- 
lic Accountants, and later for a Mr. Hunt. It was 
a firm of public accountants in Beverly Hills. 

I worked for them for—until 1948, at which time 
I went into practice for myself. 

I have been practicing for myself since that day 
on. 


@. Are you familiar with the 


A. Excuse me. The name is Edling, Hightower 
and Hunt. 

Mr. Yardum: If you would speak up, Mr. Hob- 
son, and address your remarks to the Court and 
the reporter, they will be able to hear you if you 
speak out a little bit. 

Q. (By Mr. Yardum): Are you acquainted with 
the petitioner corporation, O. H. Kruse Grain and 
Milling? A. Yes, I am. 

Q. Axe you an officer of that corporation? [10] 

A. I am assistant secretary of the corporation. 


Q. How long have you kept books for that cor- 
poration ? A. Sinee its inception, in 1950. 

Q. Were you acquainted with O. H. Kruse prior 
to the incorporation of the corporation? : 


A. Yes. He was a client of mine from the year . 
1948. 


os | 
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(Testimony of Fray L. Hobson.) 

Q. In your capacity as an accountant, did you 
keep the books for Mr. Kruse prior to the time 
the petitioner was incorporated ? 

A. Yes, I did. 

Q. From 1948 to 1950, is that correct ? 

A. From 1948 to 1950, that is correct. 

Q. I see. And you kept the books continuously 
after the incorporation ? A. That is: correct. 

@. J assume that you took care of the books all 
through the transition from the sole proprietorship 
to incorporation ? A» That is.come\ect 

@. Now, under what name was the—did Mr. 
Kruse conduct his business prior to the incorpora- 
tion in March of 1950? 

A. QO. H. Kruse Grain and Milling. 

Q. What was—what is the corporation name? 

A. O. H. Kruse Grain and Milling. [11] 

Q. It is the same? A. Same name. 


@. Can you tell the Court why the same name 
was retained? 

Mr. Schessler: I object to that, your Honor. 

There is no foundation that this man would know 
why the corporate name was retained. 

The Court: Overruled. He is an officer. 

A. The corporate name was retained in order 
to realize in full on the goodwill of the milling 
business that had been conducted prior to incor- 
poration. 

Mr. Schessler: Excuse me. I didn’t hear that 
answer. 
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The Witness: The exact name was used in order 
to realize fully upon the goodwill that had been 
developed over the years prior to the incorporation. 

Mr. Schessler: I object to that answer, your 
Honor. 

There is nothing in the record to show that the 
corporation had goodwill. 

The Court: Overruled. 

The Witness: It was retained in order to make 
an orderly transition from the operation as a sole 
proprietorship to the operation as a corporation. 

Myr. Kruse felt that the people—— 

The Court: We do not want you to tell us what 
Mr. [12] Kruse felt. 

Q. (By Mr. Yardum): Just what you know. 

A. Many of the feeders and the dairymen who 
had been doing business with Mr. Kruse over the 
years were very valued clients and we didn’t want 
any possible illwill or loss of goodwill to result from 
a change in the type of operation or in the transi- 
tion from a partnership to corporate activity. 

We felt that, in order to go on doing business as 
usual, that probably we could best accomplish that 
end by retaining exactly the same name. 

Q. Mr. Hobson, I am going to show you a copy 
of the stipulation which is on file here and refer you 
to Item No. 5, which sets forth the assets which 
were turned in by Mr. Kruse to the corporation in 
return for the 800 shares of stock. 

Will you examine that, please? 
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Mr. Schessler: Justa second. Before you answer 
that; your Honor, I don’t understand that the stip- 
ulation says that it was turned in for 800 shares 
of stock. 

Mr. Yardum: Well, in exchange for the stock. 

There is no issue as to how much stock was is- 
sued. 

The Court: Have you a copy of that stipulation 
that I can use? 

Mr. Yardum: I am referring to Item No. 5, your 
Honor. [13] 

The Court: Well now, frame your question. 

Q: (By Mr. Yardum): Mr. Hobson, the assets 
listed in this Item No. 5, that is, office equipment, 
autos and trucks, machinery and equipment, less 
accrued depreciation, prepaid insurance and insur- 
ance deposits less premiums and cash, were turned 
into the corporation; is that correct? 

Are you familiar with that, are you not? 

A. That is correct, yes. 


Q. How many shares of stock were issued to Mr. 
Kruse in return for those assets? 


A. Eight hundred shares. 


Q. Now, were there any other assets—wait. Let 
me finish the question. 


Were there any other assets which were in use 
or owned by Mr. Kruse in his business as a sole 
proprietorship which were turned into the corpora- 
ation at the same time that these assets were turned 
in for stock? 


58 O. H. Kruse Grain & Milling vs. 


(Testimony of Fray L. Hobson.) 

A. Yes. All of the intangible assets were trans- 
ferred. 

Q. Would you itemize those intangible assets? 

A. It would include goodwill. It would include 
the trade name for his product. It would include 
contracts with feeding associations. 


It would include favorable buying contracts. It © 


would inelude a going organization which was cap- 
able of [14] doing the job. 

Mr. Schessler: Your Honor, I object to this an- 
swer. These are conclusions of this witness as to 
what goodwill would include. 

What was transferred by Mr. Kruse should be in 


some corporate record of some sort, and unless the 


corporate record would be available to us, I think 
that this witness is merely testifying from what 
he thinks might have been ineluded. 

Mr. Yardum: If the Court please, that has noth- 
ing to do with what he thinks. 

It has nothing to do with a fact. 

I asked him if there were any assets of O. H. 
IXruse which he had as a sole proprietorship, if there 
were any that were turned over to the corporation 
other than those listed here, and he is just testify- 
ing to the fact that there were, in telling what there 
was. 


The Court: He says that there were other in-— 
tangible assets and he is giving his definition of 


what he considers intangible assets. 
The Court is not bound by that, merely explana- 
b] 
tory of its statement. 
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The answer can stand. 

Q. (By Mr. Yardum): Mr. Hobson, was there 
any stock or any other consideration given to Mr. 

Kruse—— [15] 
_ <A. In return for these so-called “intangible as- 
sets” which you itemized. 

Mr. Schessler: I object to this, your Honor. He 
wouldn’t know what was given to Mr. Kruse. 

Mr. Yardum: He is an officer of the corporation, 
your Honor. 

The Court: He is an officer of the corporation. 
He can answer if he knows 1f there was any stock. 

The-Witness: ‘There was none. 

@. (By Mr. Yardum): In your experience as 
an accountant, Mr. Hobson, do you know whether it 
is the normal practice for these so-called “intangible 
assets” to be listed on the books of the corporation ? 

Mr. Schessler: JI object to that, your Honor, as 
not being proper testimony from this witness. 

He, I will agree, is an officer of the corporation. 


All he has done is take care of the books of this 
corporation. | 

The Court: Well, he has laid quite a foundation 
as an expert. 

This question calls for an answer by an expert. 

He may answer. 

A. Yes, it is quite usual. [16] 

Q. (By Mr. Yardum): Quite usual 

A. For such intangibles as goodwill to not be 
carried on the books at a fair market value. 
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In fact, it would be rather difficult in some eases 
to carry them on the books. 

Q. Now, in addition to the assets set forth in 
Item 5 of the stipulation, and in addition to the— 
T will refer to them as intangible assets which you 
described to the Court—were there any other prop- 
erty transfers from Mr. Kruse to the corporation 
at the time of the transition between—— 

A. At the time of the transition the—— 

Mr. Schessler: Your Honor, I would like the 


witness to give a definite time, instead of the time ~ 


of the transition. 

The Court: Isn’t that definitely fixed in 1950 
when this was incorporated ? 

The Witness: April Ist, 1950. 

The Court: April Ist, 1950. 

Mr. Yardum: That is when the transition took 
place, at any rate? 

The Witness: The accounts receivable, the 1n- 
ventory and some cash 

Mr. Yardum: I see. Now,—— 

‘The Witness: was transferred. [17] 

Q. (By Mr. Yarum): Are those the items that 
were set forth in Item 7 of the stipulation ? 

Ae lit Item 7, yes. 

Q. What, if anything, did the corporation give 
to Mr. Kruse in return for those assets? 


A, The corporation gave a note for $200,000.00 — 


and the remainder of 18,000 plus was carried on as 
an open obhgation as an account payable on the 
records. 
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Mr. Yardum: Your Honor, we are going to intro- 
duce certain documents in evidence which we will 
meed back at the end of the trial, and I believe 
counsel will stipulate that we can substitute photo- 
stats in place of these. 

Mr. Schessler: Yes. 

The Court: Have them identified by the Clerk. 

The Clerk: For identification, Petitioner’s Ex- 
hibit No. 1. 

(Petitioner’s Exhibit No. 1 was marked for 
identification. ) 

@. (By Mr. Yardum): The note that you re- 
ferred to which you stated was—which was given 
to Mr. Kruse in exchange for the assets which he 
transferred listed in Item 7 of the stipulation, 1s 
that the note that I am showing you now? 

A. Yes, sir. [18] 

The Court: That is Exhibit 1. 

Mr. Yardum: Plaintiff’s Exhibit 1. We will 
offer it in evidence, your Honor. 

Mr. Schessler: Respondent has no objection, your 
Honor. 

The Court: Exhibit 1 will be admitted. 

(Petitioner’s Exhibit No. 1 was received in 
evidence. ) 

Q. (By Mr. Yardum): Mr. Hobson, can you 
explain a little more fully these intangible assets 
which you referred to? 

A. As to the nature of them? 

(). As to the nature of them. 
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You mentioned some contracts. What were these 
contracts ? 

A. There are various cooperative feeding asso- 
eiations in the Bellflower-San Dimas area, the Chino 
Valley, Baldwin Park that cooperate—their mem- 
bers will buy from one source. 

The Cooperative guarantees the accounts receiv- 
able for the purchases by its members. 

They buy on terms that are tantamount to cash, 
ten-day account or 15-day account. 

They will guarantee a markup over the current 
grain quotations to the producer of the feed. [19] 

Mr. Schessler: Your Honor, I think he is testi- 
fying to what certain contracts are. 

Tf he is, the contracts themselves are the best 
evidence of what they are. 

Mr. Yardum: I think he was just explaining, 
your Honor. 


The Court: Not really introduced for establish- ~ 


ing any fact in those contracts. 

Mr. Schessler: Yes, I know. 

The Court: It is merely explanatory, I think, of 
what he had in mind when he said intangible ¢on- 
tracts. 

Mr. Schessler: I see. 

The Court: It is true that the contracts would 
be the best evidenee. 


Do J understand that these contracts were as- | 
signed by Mr. Kruse when he was operating as a — 


proprietor to the corporation 2 
Mr. Yardum: That is corfect. 


———<—— oe — — — a 


ee - - — —_ 
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The Court: Have you got those contracts here? 
Mr. Yardum: No, no, your Honor. 
(By Mr. Yardum): You referred, Mr. Hob- 
son, to 
The Court: We will let him go on for a little 
more. 
 Q. (By Mr. Yardum): to goodwill. From 
what did you conclude that [20] Mr. Kruse had any 
goodwill in this business as a sole proprietorship ? 


A. Could you repeat the question, please? 

Q. You told the Court that Mr. Kruse had 
turned goodwill, among other intangible assets, over 
to the corporation and received no consideration 
therefor. 

I just want to know how you conclude that there 
was any goodwill. 

What is the basis of your statement? 

A. The milling business or the hay grain busi- 
ness that had been operated for years was a profit- - 
making business, and when you transfer a profit- 
making business that continues to make profits, 
there undoubtedly is goodwill. 

Mr. Schessler: He testified that he didn’t come 
to work for this organization until 1948; so, unless 
he can show that he knows something about the 
business prior to that time, he can’t say that they 
had profit for any years. 

The Court: Well, two years, for what it is worth. 

I don’t know as it would go to the admissibulity. 

It might go to weight. 


64 O. H. Kruse Grain & Milling vs. 


(Testimony of Fray L. Hobson.) 

Q. (By Mr. Yardum): Let me ask you"taags 
Did Mr. Kvuse, acting as a sole proprietorship in 
this grain and milling business, have a profit in 
1948 ? A. Yes, he did. [21] 

Q. Do you know how much it was? 

A. I can’t remember just offhand. 

Q. Do you know whether it was over or under 
$50,000.00 ? 

Mr. Schessler: Your Honor, he testified that he 
didn’t know. 

A. It was in excess of $50,000.00. 

Mr. Schessler: Fixcuse me. 

The Witness: May I say this? When the time 
eame to compute the excess profits credit for pur- 
poses of computing the income tax and excess profits 
tax liabilities 

Q. (By Mr. Yarum): In what years? 

A. For the years beginning with 1950 and con- 
tinuing until the excess profits tax, provision no 
longer applied; it was necessary to go back five 
years and to determine what the net profit had been 
for the previous five years. 

Q. Do you reeall what it was? 

A. Ido not reeall. T could find out quite easily. 

Q. You stated in 1948 it was in exeess of $50,- 
000.00 ? A. It was in exeess of $50,000.00. 

Q. How about in 1949? 

Was it in excess of $50,000.00 2 

A. Jt was in exeess fifty, T believe. 

Q. Did you ever make any computation in your 
eapacity [22] as an accountant and as an officer of 
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the corporation as to the value of these intangible 
assets ? ae Ses, I did. 

Q. I see. And in your opinion, from that com- 
putation, what was the value arrived at? 

A. In excess of $200,000.00. 

Mr. Yardum: Counsel, you want me to lay a 
foundation for them? 

Mr. Schessler: No. I have no objection to them. 

Mr. Yardum: I want to have them offered. 

The Court: Have them identified. 

Mr. Yardum: These are the minutes of the in- 
corporation of O. H. Kruse Grain and Milling, 
dated April 1, 1950. 

It’s also consent of the incorporators to the hold- 
ing of the meeting. 

The Court: That will be Exhibit 2. 

The Clerk: Petitioner’s Exhibit 2 for identifica- 
tion. 

(Petitioner’s Exhibit No. 2 was marked for 
identification. ) 

Mr. Yardum: We will have the same request im 
connection with these that we may withdraw them 
and put in the photostatic copy. 

Next, Plaintiff will offer a minutes of the [25] 
meeting of the board of directors of O. H. Kruse 
Grain and Milling held on April 1, 1950, and the 
consent to the meeting. - 

The Clerk: Petitioner’s Exhibit 3 for identifica- 
tion. 

(Petitioner’s Exhibit No. 3 was marked for 
identification. ) 
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Mr. Yardum: Plaintiff would next offer the min- 
utes of a mecting of O. H. Kruse Grain and Milling 
held on May 15th, 1950. 

The Clerk: Petitioner’s Exhibit No. 4 for identi- 
fication. 

(Petitioner’s Exhibit No. 4 was marked for 
identification. ) 

Mr. Yardum: Plaintiff will next offer minutes 
of a meeting of the board of directors of O. H. 
Kruse Grain and Milling held on June 15th, 1950. 

The Clerk: Petitioner’s Exhibit No. 5 for identi- 
fication. 

(Petitioner’s Exhibit No. 5 was marked for 
identification.) 

Mr. Yardum: May we withdraw at this time, your 
Honor, the originals of May 15th and June 15th 
and put in their place photostatie copies or would 
you rather have it done all at the same time after- 
wards? 

The Court: Let’s see the copies. These are [24] 
pretty hard to read. 

Mr. Yardum: We will have better copies made, 
your Honor. 

The Court: It is pretty blurred. 

Those are Exhibits 2, 3, 4 and 5? 

The Clerk: That’s right, gir. 

Mr. Schessler: Respondent has no objection, sir. 

The Court: ‘They will be admitted. 

The Clerk: Exhibits 2, 3, 4 and 5. 

(Petitioner’s Exhibits Nos. 2, 3, 4 and 5 were 
received in evidence.) 
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Q. (By Mr. Yardum): Mr. Hobson, I refer your 
attention to a letter dated September 9, 1955- 

A. Yes. 

Q. addressed to the District Director of 
Internal Revenue—that is a copy of the letter—in 
re O. H. Kruse Grain and Milling, and it doesn’t 
have any signature on it. 

Can you identify that document? 

Ee ‘Ves: 

@. Is that a letter from you to the District Di- 
rector of Internal Revenue? 

The computation was made by me. 

How about 
This is the computation—— [25] 

This computation was made by you? 

Yes. 

Whose letter is that? 

. I believe that’s a letter from Mr. Mills— 
M-i-1-l-s. 

Mr. Schessler: Your Honor, I think, unless he 
can make a more definite tieup as to just what that 
is 


>POoPOoPO> 


The Court: He hasn’t offered that yet. 

Mr. Yardum: I haven’t offered it yet. 

I am trying to lay a foundation. 

Q. (By Mr. Yardum): What was that compu- 
tation? You say you made that 

The Court: Let’s have this identified. 

Mr. Yardum: Yes, sir. 

The Clerk: For identification, Petitioner’s Ex- 
hibit No. 6. 
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(Petitioner’s Exhibit No. 6 was marked for 
identification. ) 

Q. (By Mr. Yardum): Now, you say you pre- 
pared this computation? 

A. I prepared this computation. 

The Court: Whichis agpart-of Mxhibitet: 

Q. (By Mr. Yardum): Which is a parteot Tix 
hilt, 6. [26] A. Yes, your Honor. 

Q. And will you explain just what that computa- 
tion was? 

The Court: Just a moment. I would lke to 
know more about this instrument. 

If this is something that is not his letter, I don’t 
want any testimony about it. 

Mr. Yardum: I think he has said that the letter 
is not his but that the computation was. 

I think he can testify as to what the computation 
was, What it was made for. 

The Court: Well, I will ask him a few questions. 

Who was it made for? 

The Witness: This computation was made pur- 
suant to a conference that we had in the Director’s 
office in Pasadena with Mr. Carey and Mr. MacArt- 
ney—M-a-c A-r-t-n-e-y. 

Mr. Carey was the Revenue Agent. 

Mr. MacArtney was his group chief at the time. 

Lhe Court: To whom was that computation sent? 

The Witness: The computation was sent to Mr. 
Mills for transmittal. 

The Court: Who is Mr. Mills? 

The Witness: The gentleman at the table. 
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The Court: What is his connection in the ease? 

The Witness: Tax counsel. Mr. Mills has a 
power [27] of attorney for the corporation. 

@. (By Mr. Yardum): What was this a com- 
putation of ? 

A. At the conference, Mr. MacArtney indi- 
eated 

Mr. Schessler: I object, your Honor, unless he 
ean show that he was there. 

The Witness: I was there. 

Mr. Schessler: And when the conference took 
place. 

The Witness: I could not tell you the exact day 
right now. 


It was prior to September 9th. 

The Court: This was sent to the District Direc- 
tor of Internal Revenue. Do you have an original 
of this? 

Mr. Schessler: It’s very possible that we have, 
your Honor. 

The Court: That would eliminate everything, if 
you have the original. 

Mr. Schessler: May I just give this to the gen- 
tleman over here and let him look through the file, 
if they can get the original? 

The Court: If they have the original, I don’t 
presume you have any objection at all? 

Mr. Schessler: I have no objection at all, if we 

can find it. 

We have the original, your Honor, of this letter. 
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The Court: You would have no objection then to 
[28] this going in evidence? 

Mr. Schessler: I have no objection that the let- 
ter, not the contents, as to what the contents say. 
I will not object that the letter did go from Mr. 
Mills to the Director on this date. 

The Court: Of course. I mean, you are, of 
course, not agreeing to the contents except that the 
letter was sent with this computation ? 

Mr. Schessler: J have no objection to that. 

The Court: The exhibit will be admitted into 
evidence. 

Now you ean testify freely with respect to that. 

Do you want the original in evidence, or do you 
want the copy? 

Mr. Schessler: It’s immaterial, your Honor. 

The Court: If there is no objection made on the 
basis of this being a copy, why the copy is just as 
rood. 

Mr. Yardum: Yes, I know that, if it’s all mght 
with counsel. 

The Court: Well, we will admit the copy and let 
the Government keep its original for its files. 

Mr. Schessler: Now, there are some markings on 
this letter that are not on this letter. 

Mr. Yardum: We will stipulate that they may be 
disregarded, what is printed in pen. [29] 

Mr. Schessler: With that understanding, I have 
no objection. 
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Mr. Yardum: In fact, T think if we can draw a 
line through the writing—may I do that, your 
Honor, draw a line? 

The Court: Yes. 

The Clerk: Petitioner’s Exhibit 6. 

(Petitioner’s Exhibit No. 6 was received in 
evidence. ) 

Q. (By Mr. Yardum): Now, please explain to 
the Court what this computation is. 

A. This is a computation of the value of the 
goodwill and the trade name of O. H. Kruse Grain 
and Milling as of the date when it was transferred 
to the corporation. 

The computation was made pursuant to a request 
by Mr. MacArtney that such computation be made, 
and it was made using a formula that Mr. Mac- 
Artney and Mr. Mills had agreed upon as being rea- 
sonable and fair and one that they would agree 
upon. 

The method of computation is one that is in use 
in many cases. 

I believe his reference is ARM 34 or something 
to that effect, Hoskold, I believe the name was. 

It set the pattern for this computation. The [30] 
computation was made by me. 

Mr. Yardum: I want to make this clear in my 
own mind, too. 

Q. (By Mr. Yardum): There were certain as- 
sets transferred by Mr. Kruse for stock. 
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There were certain assets transferred by Mr. 
Kruse to the corporation for a note and some $18,- 
000.00 on open account. A. That is correct. 

@. And there were certain assets transferred by 
Mr. Kruse to the corporation for which he received 
no consideration, is that correct? 

A. That is correct. 

@. And this computation is in connection with 
the assets which were transferred by Mr. Kruse to 
the corporation for which he received no considera- 
tion? Is that. correct? 

A. No stock was issued for it. 

@. No stock was issued. 

Did he get any cash? A. No cash. 

Q. Did he get a note for it? A. No. 

@. The corporation didn’t give him anything 
for it? A. Thatsteht. 131} 

Q. Mr. Hobson, I refer your attention to 
do they eall this? 

A. This is a ledger, and this is a transfer binder. 
This also contains some of the journals 

@. ‘he journal is in a transfer binder? 

A. In the transfer binder. 

Q. Shall we refer to that as a ledger? 

A. ‘That will be proper, ves. 

Q. I vefer your attention to a ledger and a trans- 
fer binder with some tabs on the pages. 


what 


It says “Monthly Journals” 
The Court: Pardon me. I am gomg to take a 
reeess for about ten minutes. 
(Short recess.) 
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Q. (By Mr. Yardum): Mr. Hobson, going back 
a little ways as to the certain assets which were 
transferred by Mr. Kruse to the corporation for 
stock, certain assets transferred without considera- 
tion and certain assets transferred or sold in return 
for a note and $18,000.00 on an open account; is 
that correct? A. That is correct. 

Q. Could you explain to the Court why it was 
done in this manner, why the transition from a sole 
proprietorship to the corporation was done in this 
manner? [32] 

A. Let me understand your question. 

Why it was transferred partly for stock? 

Q. Partly for a note and partly for an open ac- 
count credit and partly for no consideration. 

A. The business of O. H. Kruse Grain and Muill- 
ing, plus the goodwill, was transferred—the busi- 
ness—the mill, the equipment, the bulk tank trucks 
and office equipment were transferred for stock 
plus some cash and some intangibles. 

The intangibles, the prepaid insurance, of course, 
were transferred. 

Of course, to have canceled the policies and have 
rewritten them would have incurred a loss. 

They were of no value to any other than the mill- 
ing operation. 

The mill and the operation was transferred for 
Stock because, well, that was the business. That 
was it. 

The cash, the receivables and the inventory rep- 
resented the entirety of Mr. Kruse’s estate, repre- 
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sented his lifetime of earnings, except for a few 
small investments that he had made. 

He wanted—he transferred the mill and the muill- 
ing operation for the stock because he wanted to 
operate the busines as a corporation. 

He retained his lifetime savings in his estate be- 
cause he had no desire [33] 

Mr. Schessler: Your Honor, this 

The Court: Yes, of course, he can’t tell us what 
Mr. Kruse wanted to do. 

I don’t understand what your question was. He 
has told us all these things before. 

Your question was why did he do it this way. 

Mr. Yardum: That’s correct, your Honor. 


The Court: Can you answer that specific ques- 
tion, why was it done this way ? 

The Witness: Perhaps I don’t understand the 
question. 

The Court: Well, I don’t know as I do. 

Is there something you are trying to bring out, 
why this was an unusual way and was done this way 
in this instance because of certain facts? 

Mr. Yardum: I don’t think it’s unusual. 

I want to know certain facts as to why it was _ 
done. 

The Government has made a contention that this 
wasn’t actually a note, wouldn’t have been capital 
investment. 

IT think we should have a right to explain why it 
was done this way. 


~] 
Na 
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The Court: Sure you have, if he can give us an 
answer as to why it was done this way. 

Mr. Yardum: I think he has given us a partial 
[34] answer in the rest of his testimony. 

The Court: I think he has. Well, is there any- 
thing more? 

Q. (By Mr. Yardum): Can you give us any 
more of an answer, Mr. Witness? 

A. Yes. I sat in on the conference. I know why 
it was done. 

Q. Just say why. If you know of your own 
knowledge, I think you can testify as to why it was 
done. 

Don’t say what Mr. Kruse thought, wanted, or— 
just why it was done. 

Mr. Schessler: He should tell us who was pres- 
ent and where it was, if he is going to testify about 
a conference. 

The Court: If it was done this way as a result 
of some conference, tell us what occurred. 

The Witness: The conference was in the office of 
Mr. Kruse’s attorney, Judge Wolford — W-o-l- 
f-o-r-d — of El Monte. Mr. Wolford handled the 
legal matters in connection with the incorporation 
from beginning to end. 


Q. (By Mr. Yardum): Who else was present? 


A. The three organizers. There was Mr. Kruse 
and his wife and the third one was Adolph Kruse. 


@. Were you present also? [35] 
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A. I was present. That was held in the office of 
Judge Wolford in El Monte and it was held in the 
early part of March, 1950. 

That was the organizational meeting. 

@. I see. Now, you have given us certain reasons 
as to why the transaction was handled a certain 
way, and all I am trying to find out is if there are 
any further reasons as a result of this conference, 
I guess you can say them. 

A. Mr. Kruse had a problem of having all of his 
personal funds in the one bank account which he 
used 

Mr. Schessler: That would be hearsay. 

Mr. Yardum: It’s a fact. 

The Witness: I was 

The Court: Well, did that develop in the con- 
ference that that fact—— 

The Witness: Yes. 

The Court: Thank you. 

The Witness: Mr. Kruse had income or would 
have income up until the date when the transfer of 
the business of the corporation could be effected. 

Provision had to be made for funds to pay his— 
to make his payments on his declaration of esti- 
mated tax for the year 1950. 

He couldn’t transfer all of his funds into the 
corporation. He had no desire to. That was his 
estate. [86] That was the accumulation of years 

Mr. Schessler: Your Honor, is this testimony to 
show what took place or the truth or what actually 
happened ? 


Commissioner of Internal Revenue 77 


(Testimony of Fray L. Hobson.) 

The Witness: This is the truth of what hap- 
pened—— 

The Court: Excuse me. If you will just tell us 
what occurred at this conference. 

The Witness: The conference, of course, was the 
organizational conference where the attorney 

The Court: J understand that. Now, what was 
said at this conference by whom? 

The Witness: There was a discussion as to what 
was the grain business, what was to go into the cor- 
poration and which of the assets Mr. Kruse was 
‘going to retain himself, which of the assets he did 
not desire to put into the corporation for capital 
HBiock. 
Q. (By Mr. Yardum): And the assets which he 
did not desire to put in for capital stock, are those 
the assets transferred for the note and the eighteen 
‘thousand some odd dollars open account? 

A. That’s correct. 
_ Mr. Yardum: All right. You have answered the 
question. 


Mr. Schessler: Your Honor, that type of testi- 
mony has to be hearsay. 

J mean, what Mr. Kruse did and [37] 

The Court: Well, I take it all, Mr. Schessler, as 
being the result of this conference, what were the 
decisions that were made at this conference by those 
present. 


I think that’s what the witness is trying to tell us. 
Mr. Schessler: All right. 
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The Court: And, of course, in a way, it has hear- 
say overtones, but, nevertheless, it 1s not introduced 
to prove the facts that were in the statement. 

It is merely to prove that those statements were 
made, at least, by somebody at the conference. 

Mr. Schessler: If that is what the witness con- 
tends, I have no reason to object to that. 

The Court: Is that a fair summation, that those 
are the decisions that were made by those organizers 
of the corporation at that time? 

The Witness: If it’s borne in mind that Mr. 
Kruse was a client of mine and did rely upon me 
for financial information, I believe it’s a fair sum- 
mation, yes. 

The Court: I am asking you if these decisions 
that were made at that time were the decisions to 
put in certain assets for certain stock—— 

The Witness: Yes. 

The Court: and things like that that you 
have testified about? [38] 

The Witness: Yes. 

Q. (By Mr. Yardum): Mr. Hobson, the sole 
proprietorship, at least from ’48 when you repre- 
sented Mr. Kruse, from ’48 until the time of the 
incorporation, who ran that business? 

A. Mr. Kruse, with the assistance of two key 
persons, Adolph Kruse, who is his mill supervisor, 
and a gentleman named Fred Schroder—s-c-h-r-o- 
d-e-r, who is his general manager and in charge of 
finance—or of the sales of the collections of the cus- 
tomer goodwill and so forth. 
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He is the man concerned with the matters other 
than the production affairs. 

@. Now, we have been referring to this as a sole 
proprietorship prior to March 27 or 28, 1950. 

That indicates to me, anyway, that Mr. Kruse 
was the moving power behind the company. 

Did he 

A. Mr. Kruse was the business. 

@. Did he own it all himself? 

A. He owned it outright. 

Q. Were Mr. Schroder and Mr. Kruse his em- 
ployees? 

A. ‘They are his employees, his key people. 

Q. In other words, all of the decisions were 
made by Mr. Kruse? 

A. The decisions, policy matters and so forth 
were [39] made by Mr. Kruse, yes. 


was he? 


Q. Now, after the incorporation, was there any 
change to speak of in this sort of management? 

A. ‘The management personnel was identical. 

@. I asked you whether there was any change 
in that type of management. 

In other words, Mr. Kruse was making all of the 
major decisions? A. That is correct. 

Q. Of course, he may have relied on people for 
advice and guidance? A. That is correct. 

@. Did he do the same after the incorporation ? 

A. That is correct. 

@. It was more or less under his complete con- 
trol ? A. Yor 
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Mr. Yardum: Will you mark this for identifi- 
cation ? 

The Clerk: For identification, Petitioner’s Ex- 
hibit. 7. 

(Petitioner’s Exhibit No. 7 was marked for 
identification. ) 

Mr. Yardum: Your Honor, we will make the 
same request 1n connection with this book as we 
have with the rest of plaintiff’s exhibits, that is, we 
will want to withdraw on stipulation and refer to 
only certain pages which we will [40] have photo- 
stated. 

The Court: Oh, yes. I don’t want the book in 
evidence. 

Mr. Yardum: You don’t want the whole book. 

Q. (By Mr. Yardum): Referring your atten- 
tion to ledger sheets in a binder there are some tabs 
that say “Monthly Journals” and “General Jour- 
nal,” and it says, “Special Check Record”—*‘Check 
Register in 1953.” 

They are the only tabs—oh, no, one other tab, two 
tabs “General Ledger, 1951, 1952.” 

Can you identify this book? 

A. This is the transfer ledger of O. H. Kruse 
Grain and Milling. 

Q. I see. For what period of time? 

A. April Ist, 1950, to December 31st, 1950, the 
year 1951 and the year 1952, and the year 1953. 

@. Does this book contain the complete journal) 
entries and ledger for the years at issue here, 1952 
and 1953? 
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A. Would you please ask the question again? 

@. As I understand accounting, there are jour- 
nal entries and there are ledgers, is that right? 

A. Yes. 

There are many special journals, such as cash re- 
eeipts receivables. [41] 

@. I want to know if this contains all the jour- 
nal entries for the corporation for 1952 and all the 
journal entries for 1953 for the corporation and all 
of the ledgers for 1952 and all of the ledgers for 
1953. 

A. Without checking in detail, 1 would say that 
it is the complete ledger for the year 1952, for the 
year 1953. 

Q. I see. And 

A. It is the complete general journal for the 
year 1952, the year 1953, and is a complete journal 
of the recurring journal entries for the year 1952 
and 1953. 

Q. I see. As the accountant for the corporation, 
were these entries prepared by you? 

A. The entries were prepared by me, yes. 

Q. In other words, all of the writing in there is 
yours? A. That is correct. 

Q. Mr. Hobson, as far as your books and records 
are concerned—not your books—I mean, the corpo- 
ration’s books and records are concerned, and Mr. 
Kruse’s personal books and records which you kept 
prior to the incorporation, when did the transition 
take place from the sole proprietorship over to the 
corporation A. April 1st. 
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Oe on the books? 

A. April Ist, 1950. [42] 

Q. The cash, $41,348.08 is referred to in Item 7 
of the stipulation. 

Was there a new account opened to transfer that 
to the corporation ? 

we Wo: 

Q. Tell us what happened at that time as far as 
the eash 1s concerned. 

A. The same bank account was retained in the 
same name. 

There was an orderly transition from proprietor- 
ship to a corporation. 

The same name and the same account were used. 

®. No change at all? A. No change. 

@. How about the accounts receivable? Were 
any of the debtors of Mr. Kruse personally notified 
that these accounts receivable had been turned over 
to a corporation in the same name? A. No. 

Q. They were not notified ? A. No. 

Q. What changes actually took place during this 
transition, if any? 

You don’t know of any? 

A. No. [43] 

Mr. Schessler: What was the answer? | 

The Witness: No. He asked if I knew of any. 
I don’t. It was a changeover from an operation as 
a sole proprietorship to the operation as a ecorpora- 
tion. , 

Q. (By Mr. Yardum): Without any change in 
the name and without—and with any change in the 
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operation of the business the way they operated it? 

A. That was the reason for using the identical 
name for an orderly transition. 

Q. I see. Did you make out the income tax for 
Mr. Kruse personally ? A. Yes. 

@. Was he on a eash or an accrual basis? 

A. He would be on—for which years, now? ’52 
and ’53 2 

Q. 1952 and 1953. 

A. He would be on the eash basis. 

Q. Did the corporation rent anything from Mr. 
Kruse? 

A. Yes. The corporation rented the real prop- 
erty on Tyler Street. 

Q. Would you describe that property ? 

A. When Mr. Kruse originally acquired the 
mill from its previous owner, he also bought some 
real estate 

Q. I want to know what it was. [44] 

A. which ineluded the whole mill. It in- 
eluded an old mill building. 

@. Tell us what kind of a building it was. 

A. And a warehouse and a hay barn. He later 
acquired a small house, which he uses as an office, 
and constructed another hay barn. 

Q. Isee. What was the rent that the corporation 
—strike that. 

Do you know what the value of that property 
would be, in your opinion? 

A. That would be rather difficult for me to say. 

We did have an appraisal made of it. 
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Q. You did have an appraisal made of it? 

A. Yes. I can’t remember the figures. 

@. And what rent was the corporation paying 
for the property ? 

A. The rent that we considered fair was $1000.00 
per month, and that was confirmed by an appraisal. 

@. Now, on the books of the corporation, can 
you find the—How was the rent set up on the 
books? 

A. The rental is set up at the end of each month 
for the rent during that month. 

Q. All right. 

A. At the end of January the rent is set up for 
the month of January, the entry is made by me each 
month, the [45] charge to the rental expense and 
of course an account with Mr. Kruse’s eredit for 
$1000.00 each month. 

@. Can you find 1952, January 1952? 

A. Yes. This is January. This is January, 1952. 

Q. We refer to this as monthly journal entries 
—1952? A. MJ. 

Q. MJ. What does that mean ? 

A. When these are posted, that means monthly 
journal. 

It’s a method I use so that J didn’t have to write 
the entire description each month. 

Q. This is actually the second page in the book, 
the first page after the page with no writing; is 
that correct? A. That is correct. 

Q. And the front page contains January, Febru- 
ary and March? A. ‘That is correct. 
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Q. And on the back, April, May and June? 
1 A. Yes. 

Q. And the next page, July, August and Septem- 
ber, and on the back of that, October, November 
and December ? A. Yes. 

@. Now, is the rent, the thousand dollars a 
month, show up on these sheets? 

A. Yes. The thousand dollars is charged to ex- 
pense and it’s credited to the account with Mr. 
Kruse. [46] 

Mr. Schessler: Just a minute. If he is reading 
from this, your Honor, I wish he would read what 
it says. 

The Witness: It says, “Interest,” and it says, 
“Accrued Rent.” 

Mr. Schessler: Thank you. 

Q. (By Mr. Yardum): Was that done in each 


month during 1952? A. Each month. 
Q. On the books? A. Yes. 
@. What is the account that is credited? 
A. Accrued rents. 
Q. Would you find that account for us for 1952? 
A. This is 1952. 
Q. They have no page numbers, is that right? 
A. No. I use the legend the name description 
only. 


Mr. Yardum: Your Honor, may we refer to 
these as A, B, C and so forth? 

The Court: I don’t know. It’s not going to be 
very clear in the record unless you make some refer- 
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ence that will identify the pages of the book that 
you are referring to. 

Mr. Yardum: There are no page numbers, your 
Honor. 

I think that if the pages that we are referring 
to may be referred to as Plaintiff’s Exhibit 7 paren- 
thesis and a small “a,” is that all right? [47] 

The Court: Any way you do it 1s all mght, just 
so it is clear in the record. 

Q. (By Mr. Yardum): The first page you are 
referring to, that 1s where you have the journal 
entries which show 

The Court: May I ask, are you going to intro- 
duce certain pages? 

Mr. Yardum: Yes, your Honor. 

The Court: Why don’t you take them out of 
Exhibit A and introduce them—what is that? 

Mr, Yardunr: Y- 

The Court: Exhibit 7. 

Mr. Yardum: Will you take those out, Mr. Hob- 
son? 

The Court: Take out all of the pages that you 
are going to use. 

Would it be harmful to your testimony if you 
took out all of the pages that you are going to 
introduce? 

Mr. Yardum: Not at all. 

The Court: Well then, do that. 

Q. (By Mr. Yardum): I refer your attention 
to this 
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The Court: Let’s have that identified, those pages 

as 7-A; do you want them? 

» Mr. Yardum: Perhaps we can make them con- 
secutively 7, 8, 9, and 10, now that we have gotten 
them out of the book? [48] 

The Court: No. 7 will be no exhibit then. 

Make that 7-A. 

Mr. Schessler: Your Honor, there might possibly 
be some confusion as to just whose exhibits are 
what. 

Perhaps I could suggest that the first one be 7 
and the second one 8 and what have you. 

The Court: Perhaps it would be better, because 
respondent uses letters. 

Mr. Schessler: Yes. 

The Court: I think you would be right. 

Well, we will call that exhibit 7. 

Mr. Yardum: This was marked 7 for identifica- 
tion. 

The Court: So we will call the page that he gave 
you there Exhibit 7. 

Mr. Shessler: Perhaps he should void that on the 
front. 

The Court: Void Exhibit 7 as stated on this 
book. 

(Petitioner’s Exhibit No. 7 previously marked 
for identification was voided.) 

The Clerk: Petitioner’s Exhibits 7 and 8. 

(Petitioner’s Exhibits Nos. 7 and 8 were 
marked for identification.) 
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Mr. Yardum: Do you have any objection to our 
[49] introducing them into evidence at this time? 

Mr. Schessler: Let me look at them. You are 
offering the front and back pages? 

Mr. Yardum: Yes. 

Mr. Schessler: Respondent has no objection, your 
Honor. 

The Court: Exhibits 7 and 8 will be admitted. 

The Clerk: Petitioner’s 7 and 8. 

(Petitioner’s Exhibits Nos. 7 and 8 were re- 
ceived in evidence.) 

Q. (By Mr. Yardum): On Exhibit 7, approxi- 
mately two-thirds down the page, it says, “Accrued 
rent 1000 and it seems like it’s credited to some 
account. A. That is correct. 

@. What is that credited to? 

A. It’s credited to an account designated ‘Ac- 
crued rent,” which contains only the entries for — 
rental payable to Mr. Kruse. 

Mr. Schessler: Now, 

Mr. Yardum: Mark this for identification. 

Q. (By Mr. Yardum): These are 

Mr. Schessler: I would lke to ask a question at 
this point. He said it’s eredited to an account. [50] 
When he says “Credited to an account,” that sheet 
just savs, “Accrued rent.” 

The Court: Now, wait a minute. If you will tie 
that in by another question. 

It is credited to an accrued aceount, was that it? 

Mr. Yardum: Accrued rent account. | 

The Court: As shown on Exhibit 9, is that right? 
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Mr. Yardum: Exhibit 9. 

The Court: That will be in the record then, so 
mnat we can read it. 

Mr. Schessler: Thank you, your Honor. 

The Clerk: Mark it for identification Exhibit 9. 

(Petitioner’s Exhibit No. 9 was marked for 
identification. ) 

The Court: Exhibit 9 is offered ? 

Mr. Yardum: Yes, it 1s offered. 

The Court: You have no objection ? 

Mr. Schessler: No objection. 

The Court: Exhibit 9 is admitted. 

The Clerk: Petitioner’s No. 9. 

(Petitioner’s Exhibit No. 9 was received in 
evidence. ) 

Q. (By Mr. Yardum): Does this Exhibit 9, ac- 
erued rent account, apply to any rent paid or 
owed by the corporation other than to Mr. O. H. 
Kruse? [51] A. No. 

Q. Is there any other rent account to which 
other rentals may be credited or debited? 

A. A nominal rental is paid to Southern Pa- 
cific Railroad for properties leased from them. 

The payments are made, I believe, quarterly or 
semi-annually. 

Q. I am not interested in how they are made. 
Is there a separate account set up for that? 

A. We don’t acerue that. It’s nominal, and we 
charge it when it’s paid 


Q. When it’s paid? A. -——to expense. 
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Q. So the only accrued rent that the corporation 
could possibly have would be with Mr. O. H. Kruse 
personally ? 

A. The only one that is accrued and credited to 
this account, that 1s correct. 

@. Let me ask a question: 

There is a note payable to Mr. Kruse for $200,- 
000.00. 


How was the interest payment handled in the ~ 


books of the corporation ? 

A. The interest payable to him is recorded as 
an accrued interest at the end of each month. [52] 

Q. Just a moment. You are referring to Exhibit 
7 now? 

A. Exhibit 7 shows accruals for the months of 
January, February and March on the first side; 
April, May and June on the second side. 

The $1000.00 per month interest payable to him 
is accrued. It is charged to interest expense and 
it’s eredited to the accrued interest account, which 
is an account maintained with Mr. Kruse. 

There are two other entries to the account. 

@. This accrued interest on Exhibit 7 which 
Shows a thousand dollars each month for the first 
six months of 1952 and there is also accrued inter- 
est on Exhibit 8 which shows a thousand dollars a 
month for the last six months of 1952, that is the 
interest each month on the note which the corpora- 
tion owed to Mr. Kruse; is that correct? 

A. That is correct. 

Q. ‘The $200,000.00 note ? 
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A. That is correct. 

Q. And Exhibit 7 shows in January that it’s 
eredited to an account, well, each month on Exhibit 

TV and Exhibit 8 the thousand dollars is credited to 
an account. 

What account is that credited to? 

A. It is credited to the accrued interest account. 

Q. Would you find the accrued interest account 
[53] in these records for 1952? 

_ <A. That is the accrued interest. (Indicating). 
It contains only the credits for interest accrued 
and payable to Mr. Kruse. 

The Clerk: For identification, Petitioner’s Ex- 
hibit 10. 
(Petitioner’s Exhibit No. 10 was marked for 

identification. ) 
_ Mr. Yardum: We will offer it in evidence at 
this time, your Honor. 

_ My. Schessler: We have no objection, your Honor. 

The Court: Exhibit 10 is admitted. 

The Clerk: Petitioner’s Exhibit No. 10. 

(Petitioner’s Exhibit No. 10 was received in 
evidence.) 

Mr. Yardum: May J—— 

The Court: He has to mark it. 

Mr. Yardum: Oh, I’m sorry. 

@. (By Mr. Yardum): Does this show that in 
each month durmg 1952 Mr.—pardon me—this ac- 
crued interest account was credited with a thousand 
dollars each month? 

The Court: Exhibit 10. 
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Q. (By Mr. Yardum): Exhibit 10, sorry. [54] 

A. Yes. 

Q. Is there any other interest which may be pay- 
able, that is, accrued, or actually paid by the cor- 
poration which would show up in this account? 

A. No. 

Q. Then, this account would apply only to the 
account with Mr. O. H. Kruse? 

A. That is correct. 

Q. On the interest due on the $200,000.00 note? 

A. That is correct. 

Mr. Yardum: Would you mark these, please, Mr. 
Clerk? 

The Clerk: As one or as two? 

Mr. Yardum: ‘Two, 11 and 12, in that order. 

The Clerk: For identification, Petitioner’s Ex- 
hibits 11 and 12. 

(Petitioner’s Exhibits Nos. 11 and 12 were 
marked for identification.) 

Mr. Yardum: And 13 and 14, if you please. 

The Clerk: For identification, Petitioner’s Ex- 
hibits 13 and 14. 

(Petitioner’s Exhibits Nos. 13 and 14 were 
marked for identification.) 

Q. (By Mr. Yardum): Mr. Hobson, I am going 
to refer your attention [55] to Exhibits 11 and 12 
now. 

The Court: Are they 

Mr. Yardum: ‘They have not been offered yet. 
I just want to identify them a little more. 

The Court: Is there any objection ? 
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Mr. Schessler: No, your Honor. We have no 
objection if he makes a little further identification 
as to just what No. 12 1s. 

The Court: I see. 

Q. (By Mr. Yardum): On Exhibit 11 1t shows 
all of the accounts on the left, but on Exhibit 12 
it does not show any accounts on the left. 

Will vou explain that so that we can tie these two 
exhibits together? 

A. Yes. This is what in the accounting business 
we call a folio type of journal. 

When they are installed in the binder, the facing 
pages open in a manner that you can cover a great 
many of months without writing in the explanation. 

The figures on the face page of Exhibit 12 will 
correspond, line by line, with the description on 
Exhibit 11. 

Mr. Schessler: Thank you. 

The Witness: On the reverse side [56] 

Q. (By Mr. Yardum): The reverse side of 
what? 

A. On the reverse side where they are not facing 
pages, on Exhibit 12, the descriptions have been 
written in again. 


Mr. Yardum: We will offer them in evidence, 
your Honor. 
The Court: Exhibits 11 and 12 are admitted. 
The Clerk: Petitioner’s Exhibits 11 and 12. 
(Petitioner’s Exhibits Nos. 11 and 12 were 
received into evidence.) 
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Mr. Yardum: Plaintiff will offer 13 and 14 in 
evidence at this time, your Honor. 

Mr. Schessler: Respondent has no objection. 

The Court: The exhibits will be admitted. 

The Clerk: Petitioner’s Exhibits 13 and 14. 

(Petitioner’s Exhibits Nos. 138 and 14 were 
received in evidence.) 

Q@. (By Mr. Yardum). Exhibit 13 shows what 
appears to be 12 credits of a thousand dollars each. 

Would you explain what those entries are? 

A. Those are eredits to the accrued rent ac- 
count, which is an account maintained with Mr. 
Kruse—— 

@. What year? 

A. For the year 1953. They are entries recording 
[57] the accrued liability of $1000.00 each month 
payable to Mr. Kruse. 

@. For what? 

A. For the rental of the real property. 

@. On Exhibit 14 the accrued interest, that’s a 
thousand dollars a month. 

Is that also the interest on the $200,000.00 note? 

A. Yes. 

Q. During 1953? 

A. During 19538. It is an entry of $1000.00 each 
month credited to the account with Mr. Kruse. 

Q. You prepared these books. Did you start 
these books for the corporation ? A. Yes. 

@. And all the entries were made by you? 

A. Yes. 
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Q. You keep referring to the accrued interest 
and the accrued rent accounts as the accrued rent 
account with Mr. Kruse. 

Why didn’t you put Mr. Kruse’s name in the 
account? 

A. I prepared the ledger sheet. The ledger is in 
my possession or in Mr. Kruse’s possession or in 
his custody and my possession, I should say, at all 
times. 

The Court: The question was: Why didn’t you 
put his name on it? 

The Witness: I didn’t feel it was necessary. [58] 

The Court: That is your answer? 

The Witness: Yes. 

Q. (By Mr. Yardum): Why didn’t you feel it 
was necessary ? 

: A. We both knew what the credit was for. We 
both knew that $1000.00 each month was payable to 
him and that’s what the entry was for. 

_ I prepared the entry myself. I prepared the finan- 
icial statements for Mr. Kruse. 

Mr. Schessler: Your Honor, I think the witness 
is testifying as to what Mr. Kruse knew from look- 
ing at these books, these entries, and I think that 
that is hearsay and not proper from this witness. 

He can testify what he knew about it. 

The Court: The answer may stand only to show 
why, to explain why he didn’t put the name on the 
account. They both know. 

To that extent, it is received. 

Mr. Yardum: That’s all right. 
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@. (By Mr. Yardum): Mr. Hobson, how much 
rent was actually paid to Mr. Kruse during 1952? 

Did your books reflect that? 

A. Yes. The sheets have been removed. 

Q. Well, I'll let you find the right one here, and 
[59] refer to it by exhibit number. 

A. Was the question during the year 1952? 

@. Yes. 

There was $12,000.00 accrued rent. How much 
was actually paid to him? 

A. None. 

Q. How much rent was actually paid to Mr. 
KXruse in 1953 in connection with that thousand 
dollars a month? 

A. ‘Twelve thousand dollars. 

Mr. Schessler: Your Honor, is this witness tes- 
tifying from what appears on records or from what 
he knows of his own knowledge? 

The Court: I thought he was going to testify 
from the records because his counsel handed him 
the records. 

Mr. Yardum: I don’t think he needs the records 
to testify to that. 


The Court: Is there a record -that shows that. 


$12,000.00 payment? 
The Witness: Yes, sir. 
The Court: Here it is, counsel. 


Mr. Yardum: Will you mark that as Plaintiff’s) 


next in order? 
The Clerk: For identification, Petitioner’s Ex- 
hibit No. 15. 
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(Petitioner’s Exhibit No. 15 was marked for 
identification.) [60] 

Mr. Yardum: I offer it in evidence. 

Mr. Schessler: Respondent has no objection to 
Petitioner’s Exhibit No. 15. 

The Court: Exhibit 15 1s admitted. 

The Clerk: Petitioner’s 15. 

(Petitioner’s Exhibit No. 15 was received in 
evidence. ) 

Q. (By Mr. Yardum): I will ask again, Mr. 
Hobson, how much of the rent due to Mr. Kruse 
was actually paid during 1953? 

Twelve thousand dollars. 

Now, you are referring to Exhibit 15? 
Exhibit 15, yes. 

Can you identify the entry? 

The payment on Check 384. 

The payment on Check 384? 

Payment made by Check 384. 

Is that the second line from the bottom on 
which there is some writing? A. Yes, sir. 
 Q. Do you know, of your own knowledge, Mr. 
Hobson, how much of the interest owing to Mr. 
Kruse was actually paid to him in 1952? 

A. If I may sce the accrued interest sheets. 

@. Oh, you want to refer to the books again? 

A. ‘To the entry sheets. [61] 

The Court: The book would be better, anyway. 

A. There is no payment of interest in the year 
1952. 

The Court: As shown by the books? 


ae a a & 
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‘The Witness: As shown by the books. 

Q. (By Mr. Yardum): Was there any interest 
actually paid in 1953? Refer to your books. 

A. A payment of $2000.00 was made 

Q. Wait a minute, just wait a minute now. 

Are you referring to this shect here? 

A. Yes. 

Mr. Yardum: We are, going to mark it fos 
identification. 

The Clerk: For identification, Petitioner’s Ex- 
hibit No. 16. 

(Petitioner’s Exhibit No. 16 was marked for 
identification. ) 

Mr. Schessler: Respondent has no objection to 
Petitioner’s Exhibit 16. 

The Court: Exhibit 16 is admitted. 

The Clerk: Petitioner’s No. 16. 

(Petitioner’s Exhibit No. 16 was received in 
evidence.) [62] 

Q. (By Mr. Yardum): TI believe the question 
was how much interest was actually paid to Mr. 
Kruse in 1953 and you referred to Exhibit 17—16. 

The Court: 16. 

Q. (By Mr. Yardum): Can you now answer the 
question ? A. ‘Two thousand dollars. 

Q. Is that the total amount paid to him? 

B Tes. 

Mr. Schessler: As I understand it, your Honor, 
this witness is testifying that the entry on Exhibit 
16 is $2000.00 interest? Is that it? 

The Witness: That is correct. 
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Mr. Schessler: I don’t think—There is nothing 
on 


The Court: Well, you can cross examine him. 
The exhibit is in. 

Mr. Schessler: Yes, sir. 

Q. (By Mr. Yardum): How much of the $12,- 
000.00 accrued rent did the corporation deduct on 
its income tax return for 1952 as an expense? 

A. The entire amount, $12,000.00. 

Q. Twelve thousand dollars? 

A. Yes. [63] 

The Court: Of course, the income tax, the re- 
turn, would be best. Is that in evidence? 

Mr. Schessler: Not at this time, your Honor. 

I have no objection to those going in as joint 
exhibits, your Honor. | 

The Court: Very well. What do you mark them 
now ? 

The Clerk: It will be Joint Exhibit 17. 

The Court: A. 

The Clerk: <A, that’s right, 17-A. 

Wir. Yardum: sitas. 

The Clerk: This will be the next exhibit. 

Mr. Yardum: Next exhibit, joint exhibits. 

The Clerk: For identification, Joint Exhibits 
17-A and 18-B. 

(Joint Exhibits 17-A. and 18-B were marked 
for identification. ) 

The Court: The exhibits are admitted. 
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The Clerk: Joint Exhibits 17-A and 18-B. 
(Joint Exhibits 17-A and 18-B were received 
In evidence.) 

Q@. (By Mr. Yardum): Mr. Hobson, your atten- 
tion is referred to Exhibit 17-A. Please identify 
that document. 

A. That is the U. 8S. Corporation Income Tax 
Return Form 1120 for the Year 1952 of O. H. 
Kruse Grain and Milling. [64] 

(). Was that prepared by you? 

A. It was prepared by me. 

Q. How much of the accrued interest—accrued 
rent of $12,000.00 was deducted by the corporation 
in 1952 on that return, the corporate income tax? 

A. Twelve thousand of the accrued was de- 
ducted. 

@. How much of the accrued interest on the 
$200,000.00 note was deducted by the corporation 
as an expense on its 1952 return, Exhibit 17-A? 

A. Twelve thousand dollars was, but I can’t— 
There was additional interest on a bank loan. 

Q. You can’t tell from 17-A exactly how much 
it was? A. I will—$12,000.00. | 
Q. I refer your attention now to 18-B. Will you 

please identify that document? 

A. Exhibit 18-B is the U. S. Corporation In- 
come T'ax Return Form 1120, for the Year 1953 
for O. H. Kruse Grain and Milling. 

Q. Now, how much of the accrued rent, the rent 
due Mr. Kruse, that is, $12,000.00, was deducted 
on the corporate income tax return in 1953? 
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A. ‘I'welve thousand dollars. 

Q. How much of the interest of $12,000.00 due 
on the $200,000.00 note due Mr. Kruse was deducted 
in 1953 by the corporation as an expense? [65] 

A. ‘Twelve thousand dollars. 

Mr. Yardum: These will be—— 

Mr. Schessler: Joint Exhibits, your Honor, next 
in order, consecutive exhibits. 

The Clerk: For identification, Jomt Exhibits 
19-C and 20-D. 

(Joint Exhibits 19-C and 20-D were marked 
for identification.) 

The Court: Exhibits 19-C and 20-D will be ad- 
mitted. 

The Clerk: Joint Exhibits 19-C and 20-D. 

(Joint Exhibits 19-C and 20-D were received 
in evidence.) 

Q. (By Mr. Yardum): J refer your attention 
to Exhibit 19-C and ask you if you will identify 
that document, 1f you can. 

A. Exhibit 19-C is the U. S. Individual Income 
Tax Return, Form 1040, for the Year 1952 for O. 
H. and Helen D. Kruse. 

@. Did you prepare that return? 

A. I prepared the return, yes. 

Q. Now, you testified that the corporation de- 
ducted $12,000.00 as an expense to each—to O. H. 
Kruse for rent during 1952. 

How mueh of that $12,000.00 was reported by 
[66] Mr. and Mrs. Kruse on their personal income 
tax return ? A. Twelve thousand dollars. 


102 O. H. Kruse Grain & Milling vs. 


(Testimony of Fray L. Hobson.) 

Q. Now, you testified also that there was inter- 
est on the $200,000.00 note in the sum of $12,000.00 
was deducted by the corporation as an expense in 
192, 

How much of that interest was reported by Mr. 
and Mrs. Kruse on their personal return in 1952? 

A. Six thousand dollars. 

@. Six thousand dollars? 

A. Six thousand dollars. 

@. Would you please explain why the corpora- 
tion deducted twelve and they reported only six? 

a, ii/s an yextor 

Q. I refer your attention to Exhibit 20-D and 
ask you to identify that document. 

A. Exhibit 20-D is the U. 8S. Individual Income 
Tax Return, Form 1040, for the Year 1953 of O. H. 
Kkruse and Helen D. Kruse. 

@. Did you personally prepare that return? 

A. Yes. 

Q. Did you personally have charge of keeping 
the books individually for My. and Mrs. Kruse? 

A. No formal records were kept for Mr. Kruse 
individually. He maintained a checking account at 
that time for the moneys that he received out of the 
rent, and he made [67] certain payments, such as 
taxes, and so forth, from his personal account. 

@. The rental due Mr. Kruse of $12,000.00 was 
deducted by the corporation in 1953, $12,000.00 
worth. : 

How much of that was reported by Mr. and Mrs. 
Kruse in their personal return 
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A. ‘Twelve thousand dollars. 

>. as income ? 

Now, the corporation also deducted $12,000.00 in- 
terest on the $200,000.00 note. 

How much of that was reported by Mr. and Mire 
Kruse as income in 1953? 

A. ‘Twelve thousand dollars. 

Q. What was the financial condition of the cor- 
poration during 1952 and 753? 

A. sound. 

@. Did the corporation have a line of credit any 
place with any banking institution ? 

A. The corporation had a one hundred thousand 
dollar line of credit with the Bank of America. 

(). Is it possible from your records or from your 
personal knowledge to tell the Court how much of 
that hundred thousand dollars was available each 
month during 1952? A. Yes. 

Q. Would you so testify, please? [68] 

A. Yes, I would. 

@. How much was available in January? I don’t 
want to ask you each month. A. Of 1952? 

@. Yes. A. Sixty thousand dollars. 

Q. February? Go through January and Febru- 
ary, go though the year. 

A. At the end of January 

Mr. Schessler: If this witness is going to testify 
from a document, I suggest we 

The Witness: I prepared a schedule of this. 

Q. (By Mr. Yardum): You have prepared a 
schedule ? A. Gs. 
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Q. Do you have it with you? 

A. I prepared a schedule for Mr. Mills, tax 
counsel. 

@. Are you testifying from the books now or 
from your personal knowledge? 

A. J am testifying from the books at this point. 

Q. All right. 

The Court: Is that a schedule? 

@. (By Mr. Yardum): This. (Indicating.) 

Ay Yesx|69) 

(). J am handing you a document that says on 
the top “O. H. Kruse Grain and Milling, Drawings 
Against Bank of America Line of Credit.” 

Is that the document you were just referring to? 

A. Yes, sir. 

Q. Did you prepare this document? 

A. I prepared it, yes. 

Q. And from what records did you prepare it? | 
A. I prepared it from the general ledger of 0. 
H. Kruse Grain and Milling. | 

Mr. Yardum: May it be marked for identifica-) 
tion ? 

The Court: Yes. 

The Clerk: For identification, Petitioner’s Ex- 
hibit 21. 

(Petitioner’s Exhibit No. 21 was marked for 
identification. ) | 

The Court: I might state to counsel, that if that 
is admissible, it will be only admissible subject to 
check, and T wouldn’t expect you to check it now. : 
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_ Mr. Schessler: Respondent has no objection un- 
der those conditions, your Honor. 

The Court: Exhibit 21 will be admitted, subject 

: to check. 

I understand that the data contained thereon is 
taken from books and records that are now in the 
courtroom. [70] 

Mr. Yardum: That is correct. 

The Court: Subject to that, it will be admitted. 

The Clerk: Petitioner’s Exhibit No. 21. 

(Petitioner’s Exhibit No. 21 was received in 
evidence. ) 

Q@. (By Mr. Yardum): Exhibit 21, could you 
please explain that document? 

The Court: Just generally, don’t read it. 

A. A hundred thousand dollar line of credit was 
extended to O. H. Kruse Grain and Milling by the 
Bank of America. 

The corporation drew against this line of credit 
from time to time. 

At no time did it withdraw all of it. 

The first borrowing was in October of 1951. The 
maxinum borrowing against it was 60,000 leaving 
an unused remainder of 40,000. 

The final payment—paid back to the Bank of 
America was made in December of 1952, and from 
that time on it has not been used. 

Q. (By Mr. Yardum): What was the purpose 
for which this line of credit with the Bank of 
America was established ? 
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A. During the year 1951 the physical plant was | 
extended quite extensively. New pelleting machin- 
ery, new feed [71] making machinery was estab- 
lished to handle the additional load of manufactur- 
ing of bulk feeds. 
@. When did that line of credit end? I’m 
SOrry 
A. The final payment was made in December of 
1952. 

@. Do the records of the corporation reflect the 
amount of cash on hand each month during 1952? 

A. Yes. 

®. And 1953? A. Yes. 

The Court: Have you some tabulation of that? 
Have you made a tabulation of that? 

The Witness: I don’t have one here. I don’t re- 
eall one. 

The Court: All right. 

Q. (By Mr. Yardum): This. (Indicating.) 

A. Yes. That is the Bank of America. 

Q. What is this? : 

A. That is the Bank of America—That is the” 
ledger sheet that shows the Bank of America trans- } 
actions and the balance on deposit with the Bank } 
of America. 

Mr. Yardum: Will you mark this for identiticag 
tion ? . 

The Clerk: For identification, Petitioner’s Ex-— 
hibit 22. . 
(Petitioner’s Exhibit No. 22 was marked for J 
identification.) [72] 
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The Court: You have just about introduced the 
book. 

Mr. Schessler: Respondent has no objection to 
this document—entry of the exhibit, your Honor. 

The Court: Exhibit 22 is admitted. 

The Clerk: Petitioner’s Exhibit No. 22. 

(Petitioner’s Exhibit No. 22 was admitted in 
evidence. ) 

The Witness: I am in error. There are two 
sheets required. 

The Court: Staple it on. 

Q. (By Mr. Yardum): Now, referring your at- 
tention to Exhibit 22, identify that again, please. 

A. Exhibit 22 is the general ledger account with 
the Bank of America. 

Q. All right. Can you, from that document, tell 
us how much cash was on hand in the corporation 
in January of 1952? 

The Court: Well, does the document show that? 

The Witness: The document shows. 

The Court: And does it show the amount that 
was on hand every month? 

The Witness: Yes. 

he Court: That’s all we need to know. 

Mr. Yardum: Nothing further. [73] 

The Court: That is all we need to know rather 
than have him read it. 

Q. (By Mr. Yardum): Do you have the equiva- 
lent ledgers for 1953? A. Yes, sir. 

Mr. Yardum: Will you mark this for identifica- 
tion, please? 
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The Clerk: For identification, Petitioner’s Ex- 
hibit Wick 23: 

(Petitioner’s Exhibit No. 23 was marked for 
identification. ) 

Mr. Schessler: Respondent has no objection to 
Petitioner’s Exhibit 23, your Honor. 

The Court: Exhibit 23 is admitted. 

The Clerk: Petitioner’s Exhibit No. 23. 

(Petitioner’s Exhibit No. 23 was received in 
evidence.) 

Q. (By Mr. Yardum): Exhibit 23, if you will, 
Mr. Hobson. 

A. That is an account with the Bank of 
America. 

Q. I see. Does this exhibit reflect the amount 
of cash on hand in the corporation each month 
during 1953? A. “Yses) ssi. 

Mr. Yardum: You may cross examine. 

The Court: I wonder, if we took the noon recess 
[74] at this time, if there would be any inconven- 
lence to return at 1:30 because of this other case. 

Would that be any inconvenience? 

Mr. Yardum: Yes. I have another matter set in 
Municipal Court at 1:30, at which I am going to 
ask for a continuance. 

The Court: That’s enough. I just wondered if 
it would. 

We will adjourn then until 2:00 o’clock. 

Mr. Yardum: Thank you, your Honor. 

(Whereupon, a recess was taken until 2:00 
o’clock of the same day.) [75] 
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The Clerk: We shall proceed with the trial in 
Docket 65683, O. H. Kruse Grain and Milling. 


FRAY L. HOBSON 

was ealled as a witness by and on behalf of the 
petitioner, and, having been previously duly sworn, 
resumed the stand and testified further as follows: 


Mr. Yardum: If your Honor please, as we ad- 
journed for the noon recess, we had just gotten 
through with our direct examination and said coun- 
sel could proceed. 

But he has no objection to our opening up the 
direct examination for just some short testimony. 

Counsel for the Government has objected to our 
Exhibit 21 which, if you recall, was a summary 
which was made from the books. And he wanted 
the ledger sheet introduced, with an explanation. 

The Court: Do you have one ledger sheet that 
} shows all this data? 


Direct Examination—(Continued) 


@. (By Mr. Yardum): Is that correct? 

A. It is ineluded on here. 

(). It is included on one sheet? 

A. ‘The sheet includes other notes. [76] 

Q. But everything that is in Exhibit 21 is re- 
flected on this ledger sheet, notes payable? 

A. That’s correct. 

Mr. Yardum: May we mark this for identifica- 
tion ? 
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The Clerk: For identification, Petitioner’s Ex- : 
hibit 24. | 
(Petitioner’s Exhibit No. 24 was marked for | 
identification. ) 

Mr. Schessler: Are you offering it? 

Mr. Yardum: I will offer it at this time. 

Mr. Schessler: No objection. 

The Court: Exhibit 24 will be admitted. 

The Clerk: Exhibit 24. 

(Petitioner’s Exhibit No. 24 was received 1n 
evidence. ) 

The Court: In view of the fact that you did give 
some testimony with respect to Exhibit 21, you now 
state that Exhibit 24 contains all of the data that 
is shown on Exhibit 21, is that right? 

The Witness: Yes. | 

Mr. Schessler: I would like to add a qualifica- 
tion. 

That exhibit that shows amounts are from the 
Bank of America, 21. 

Exhibit 24 does not show to whom the notes are 
running. That is our objection to that document. 
[77] It was submitted conditionally that we would 
be able to check the books to verify that those were 
the amounts outstanding to the Bank of America, J 
and the books refleet—the information reflected on 
Exhibit 24 does not show that those amounts on 
Exhibit 21 are the amounts of the loans outstand- J 
ing to the Bank of America. | 

The Court: You ean bring that out on cross) 
examination. 
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The exhibit has been admitted and there has been 
| testimony about it. 

Now, we have the explanation of the two exhibits, 
so I would rather leave it in the evidence with that 
explanation. 

Mr. Yardum: Yes. 

The Court: You can cross examine anything 
about it and bring it out further. 

Mr. Yardum: That was my next question, your 
Honor. : 

Q. (By Mr. Yardum): Mr. Hobson, Exhibit 21 
that you said was a summary of what we now have 
admitted as Exhibit 24, you said that Exhibit 21 
contained everything that was in Exhibit 24, 1s that 
correct? 

A. I do not believe that I said everything con- 
tained in Exhibit 21 is in Exhibit 24. 

Q. Let me ask you this: Exhibit 21, was that 
} prepared from the information contained in Ex- 
hibit 24? [78] 

A. Yes. The information reflected in Exhibit 21 
'is reflected—is contained in the exhibit which is 
now Exhibit 24. 

Exhibit 24 is the ledger sheet for the notes pay- 
able to the bank and to other individuals. 

Q. All right. Now, is there anything in Exhibit 
24 that is not used in computing and making up 
Exhibit 21? A. Yes. 

Q. What is that? 

@ A. There is a note for $8000.00 which was as- 
sumed by the O. H. Kruse Grain and Milling Cor- 
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poration, the note being payable to a gentleman 
named Fred Schroder. 

Q. That didn’t have anything to do with the 
Bank of America? 

A. Had nothing to do with the Bank of America. 

@. Are there any other entries on Exhibit 24 of 
notes payable that had nothing to do with the Bank 
of America? 

A. There is a $3000.00 note. 

Q. Would you explain what that $3000.00 note 
was ? 

A. I couldn’t tell who it was. 

Q. But it had nothing to do with the Bank of 
America ? 

A. Had nothing to do with the Bank of America. 

It was a loan 
individual. 

Q. Are there any other notes reflected on Ex-— 
hibit 24, [79] notes payable, that had nothing to : 
with the Bank of America? 

A. Yes. There is—May I see the records please, | 
the books? 

There is a note that was recorded in 1952 by 
journal entry for $4329.57, which had nothing to do 
with the Bank of America, and there was a note 
for $8000.00 which was reeorded in December that 
had nothing to do with the Bank of America. 

QM. Could you tell us what those notes are? 

A. I ean tell you to whom 

Q. I withdraw the question. 

The Court: Do we need that? 


there was a borrowing from an 
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Mr. Yardum: No. We don’t need that. 

(. (By Mr. Yardum): In other words, there 
are four entries on this Exhibit 24, notes payable, 
the $8000.00 entry, the $3000.00 entry, the $4329.00 
and the $3000.00 entry that had nothing to do with 
the Bank of America, is that correct? 

A. Had nothing to do with the Bank of America. 

Q. Everything else on Exhibit 24, notes payable, 
had to do with the Bank of America line of credit? 

A. That is correct. 

@. Mr. Hobson, was that line of credit with the 
Bank of America in the amount of $100,000.00 open 
during 1953? A Yes [80] 

@. Looking at Exhibits 22 and 23, again, the 
figures on the right which say, “Balance” appear to 
be in red, some of them are in red and some of 
them are in pencil, red pencil and black peneil. 

A. Yes. 

@. What does the black pencil indicate? 

A. The black pencil indicates that that is the 
balance in the bank after deduction of all checks 
that were prepared after the end of the month but 
not issued until after the end of this month, had 
been deducted from the checkbook balance. 

This would be the balance after all payables had 
been paid. 

Q. I see. Now, the red pencil figures, what does 
that represent? 

A. That would mean that after all the checks 
prepared to pay all the accounts payable as of the 
end of the month had been deducted from the 
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checkbook balance, that was an overdraft of $12,- 
000.00. 

It does not necessarily mean as an overdraft on 
the bank. It means that after the end of the month 
balance is reduced by the amount of all accounts 
payable as of that date, this is the deficit of the 
cash required to pay all accounts payable. 

Q. Then, you would say that there was actually 
[81] no overdraft at the time—at the dates that 
these figures indicate, such as 31st of December, I 
imagine, this $12,000.00? 

A. 31st of December. There would have been no 
actual overdraft, no. 

This is, in effect, this is a composite of the bank 
account as a debit and the accounts payable, the 
trade accounts payable, as a credit. 

Q. Go ahead. 


A. Asa matter of convenience and to avoid du- 
plication in the accounting process, the check rec- 
ord 1s kept open for two weeks or until all of the 
bills are in. 

Then checks are prepared in payment of those 
habilities, and the checks are issued. 

Those—The total of those checks that are issued 
during the, approximately the first two weeks of 
the month are included in the total checks for the 
month upon which the accounting work is bemg 
done by me. 

That means that no accounts payable appear ong 
the books. 
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They appear as a reduction of the cash account, 
in effect, as of the day on which the month ended. 

They could have been shown as an account pay- 
able figure, thereby increasing this amount that is 
shown as cash but increasing as a contra item a 
credit in the records of balance of the accounts 
payable as of the identical date. [82] 

Q. Would that explanation apply to Exhibits 22 
and 23? Those are the two exhibits? 

A. That would apply to the two, yes. 

That procedure is followed to avoid having to 
list in detail the invoices for purchasing and then 
-again duplheating the exact items by listing them 
in detail in the check register. 

That is an accounting device. 

Mr. Yardum: No further questions. 


Cross Examination 


@. (By Mr. Schessler): Mr. Hobson, when did 
you go to work for Mr. Kruse? 

A. In the year 1948. 

(). Do you recall when in 1948? 

A. It was in the spring. 

@. What were your duties at that time? 

A. J am an independent certified public ac- 
countant. 

I was operating as my own practice. I took over 
the accounts of the public accountant who had pre- 
viously been doing his work. 

Q. I see. Then, you were not employed on a 
full-time basis by Mr. Kruse at that time? 
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A. Oh, no. 

@. He was just one of your clients? 

A. He is one of my clients. [83] 

Q. In 1948, I’m talking about. A. Yes. 
Q. He was one of your clients at that time? 
A. Yes. 

—(. 


How long, or how much time did you spend 
in, say, 1948, 1949, working on Mr. Kruse’s books— ~ 

I mean, roughly speaking. | 

Did it take a long time or just how much time? | 
Probably three days each month. | 
And what about 1950? A. ‘The same. 
1951? A. Yes. 
1952 ? A. Every year. 
Through 1953 perhaps three days a month? | 
Through 1953, yes. 
Specifically what did you do for him three 
days a month? 

A. I do the general ledger work for him. 

I review the journals that are written up for him 
by his regular employees. 

I prepare his confidential payroll for him. 

I prepare the payroll tax returns and so forth. 

Q. Just regular accounting functions? [84] 

A. I think of myself, I believe he thinks—well, 
strike that. 

IT am his accounting department, as such. 

®. I see. 

A. ‘The eash journals and the sales journals are 
prepared by clerical-type help. 

I review them. I post the general ledger. 


OPLoOOo> 
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@. You review the journals and post the ledger? 

A. Yes. 

@. In 1950, I believe, you testified that Mr. 
Kruse transferred his business from a sole proprie- 
torship to a corporation. 

I believe you stated that the books reflecting this 
took place on April Ist, 1950; is that correct? 

A. Yes, that is correct. 

@. You, I think, have the corporate ledger 
sheets, I believe you described them as such, in 
front of you? A. Yes. 

Q. Would you show me the entries that were 
made—that were made in April, 1950, to record this 
transaction ? 

A. I believe that these were identified as ledger 
sheets for the years ’51, 52 and 753, with the jour- 
nal entries for the years 1952 and ’53. 

Q. Are you stating that you don’t have what I 
am asking for? [85] 

A. They are not in here, no. I do not have it 
here. 

Mr. Schessler: Do you mind if I look at that? 
Respondent requests that this sheet be marked as 
Exhibit C, I believe. 

The Court: No. E, isn’t it? 

You had a 20-D? 

Mr. Schessler: Excuse me. 

The Clerk: For identification, Respondent’s Ex- 
hibit. E. 

(Respondent’s Exhibit E was marked for 
identification. ) 
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Mr. Schessler: Respondent requests that this 
sheet be marked next in order. 

The Clerk: For identification, Respondent’s Ex- 
hibit F. 

(Respondent’s Exhibit IX was marked for 
identification. ) 

Mr. Schessler: Thank you. 

Q. (By Mr. Schessler): I hand you what has¥ 
been marked Respondent’s Exhibit E and ask that_ 
you identify that sheet, please. | 

A. That is the capital stock account from they 
general ledger of O. H. Kruse Grain and Milling. 

The Court: I didn’t hear you. 

The Witness: It is the capital stock sheet from 
[86] the general ledger of O. H. Kruse Grain and 
Milling. 

(. (By Mr. Schessler): Could you tell me the 
date that refers to? 

A. Yes, April 1st, 1950, the date the assets were) 
transferred. . 

Mr. Schessler: Respondent offers Exhibit E at 
this time. 

Mr. Yardum: No objection. 

The Court: Exhibit E is admitted. 


The Clerk: Exhibit E. 
(Respondent’s Exhibit E was received in evi- 
dence. ) 


Q. (By Mr. Schessler): I hand you what ha 
been marked as Respondent’s Exhibit F and ask 
that you look at that sheet and identify it, please. 

A. That is the sheet from the general ledger of 
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O. H. Kruse Grain and Milling which reflects the 
hability of the corporation to O. H. Kruse. 

Q. And does that sheet tell us when that entry 
was made? 

A. It was made as of April 1st, 1950. 

®. As of that date? A. As of that. date. 

Mr. Schessler: Respondent offers Respondent’s 
Exhibit F at this time. [87] 

Mr. Yardum: No objection. 
The Court: Exhibit F is admitted. 

The Clerk: Exhibit F. 
: (Respondent’s Exhibit F was received in evi- 
dence.) 
Q. (By Mr. Schessler): Now then, the books of 
the corporation reflected that the corporation owed 
Mr. Kruse $200,000.00 as of May Ist, 1950. 
_ Mr. Yardum: Your Honor, I am going to object 
to the question on the grounds that it is outside of 
the scope of the direct examination. I won’t object 
to the question if he makes this man his witness. 

The Court: All right. I thought there was a 
great deal of talk about the $200,000.00 obligation. 

Mr. Yardum: Well, there was no—the entire 
books were not in evidence. 

Now, he has got these in as his own evidence. 

The Court: Did he testify that there was a 
$200,000.00 obligation owed to Mr. Kruse? 

Mr. Yardum: Yes. 

The Court: Well, what is your objection ? 

The question was more or less preliminary, I 
thought, to another question. [88] 
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My. Schessler: Yes. 

Mr. Yardum: All right. Are you ruling on the 
objection, your Honor? 

The Court: I don’t get your objection. 

You say it is not proper cross examination ? 

Mr. Yardum: I thought he was asking about the 
—Well, l withdraw the objection. 

The Court: Has he answered the question? 

Mr. Schessler: No, he hasn’t, your Honor. 

Will the reporter please read the question? 

The Court: Wiull you read it, please? 

(The record was read.) 

The Witness: May I see the ledger sheet? 

As of May Ist? 

@. (By Mr. Schessler): No, April Ist, April Ist. 

The Court: I think you said May Ist. I think 
you meant April 1st. 

A. As of April Ist, the corporation owed Mr. 
Kruse $18,579.29. 

Q. (By Mr. Schessler): And how much of that 
was represented by a note? A. $200,000.00. 

Q. IJ believe you testified that vou were an officer 
of the corporation, is that correct? [89] 
Yes. 
When were you made an officer? 
TI do not reeall. 
Were you an officer on April Ist, 1950? 
Without reference to the minutes, I would 
not know. 

Q. What is your—what office or position do you 
hold? A. Assistant seeretary. 


>OPOP 


Commissioner of Internal Revenue A. 


(Testimony of Fray L. Hobson.) 

@. And what are your duties as assistant secre- 
tary ? 

A. I am assistant secretary in order to author- 
ize me or qualify me to sign various of the payroll 
tax returns, sales tax returns, to enable me to deal 
with certain matters such as the bank as an officer 
of the corporation. 

@. You don’t know when you were made an 
officer ? A. I do not remember. 

The Court: He says he can get it with the 
minutes. 

Have we got the minutes in the courtroom? 

Mr. Schessler: Your Honor, as far as I know, 
we have some of the minutes in the courtroom. 

I ean hand Petitioner’s Exhibits 2, 3 and 4 to 
him. 

The Court: Well, if the date’s important, I think 
we ought to get it, because 1t is understandable he 
would not remember, but we can certainly deter- 
mine it if vou want to know it. 

Mr. Schessler: He has testified that he knew a 
lot of things about the corporation, and one of the 
[90] reasons he knew them was because he was. an 
officer. 

The Court: Yes. I say, if you want to find out 
the date, we can get it. 

It is understandable that he wouldn’t remem- 
ber it. 

Mr. Schessler: Oh, yes, sir. 

The Court: But we have records here that ought 
to be able to tell us. 
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Mr. Schessler: Apparently, your Honor, there is 
no information on that in the court. 

The Court: In the minutes, isn’t there? He said 
he could tell if he could see the minutes. 

Mr. Schessler: Do you have the minutes? 

Mr. Yardum: There are no minutes, other than 
what is there. 

There may be other minutes, but we don’t have 
them. 

The Court: Will any of those instruments tell 
when you were made an officer? 

The Witness: I haven’t found them yet. 

Mr. Schessler: Your Honor, at this point, I would 
like to inform the Court that I requested all of the 
books and records of this corporation, and I now 
find out that they don’t have all of the minutes. 

I previously found out that there were other 
books and records that were not brought in today. 

I did not issue a subpoena or a notice to produce. 
[91] However, we discussed this on at least two 
prior occasions that I wanted records. 

I didn’t specify because I didn’t know just what 
were 1n all the records. | 

The Witness: I do not see it in here. : 

Q. (By Mr. Schessler): Well, then, can you~ 
testify as to what this corporation did in 1950, if 
you were—if you don’t know whether you were anil 
officer at that time? 

Aside from your accounting duties to enter thel 
information from the journal into the ledger, aside 
from those duties, can you testify as to just what 


. 
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_ your duties were as far as this corporation was con- 


cerned in 1950? 
Mr. Yardum: I think he has—I object to the 


question. 


He has already answered it, your Honor. 

The Court: Overruled. 

A. The actual date when I was made the assist- 
ant secretary I do not know. 

I have been the accountant, the auditor for Mr. 


Kruse since 1948. 


I was present at the conferences when they went 
into the details of the organization of the corpora- 
tion as advisor in the office of Judge Wolford in 
El Monte. 

I set up the records. I worked with Mr. Wolford 
[92] in connection with the incorporation. 

Q. (By Mr. Schessler): In what way did you 
work with him? 

A. Providing statements as required, providing 
information as required. 

Q. Just usual, routine accounting features, so 
far? 

A. Not necessarily routine, but accounting func- 
tion, the function of an independent C.P.A. 

@. I meant routine accounting functions. 

A. Not necessanly routine. It is an accounting 
function. 

Q. Well, what did you do, aside from your ac- 
counting functions, in 1950? 

You testified that you worked three days, approx- 
imately three days a month on this operation. 
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A. Yes. I do all of their accounting, the general 
accounting. 

@. Isn’t it true that that’s your major job, is 
just to take care of the books and records of this 
corporation ? 

A. Yes. As such, ’m familiar with it. 

I’m not claiming otherwise. 

@. You are familiar with the workings of this 
corporation because of your duties as an accountant 
the three days each month? 

A. Yes. I am available for call at all other times. 

Q. A few moments ago you looked at the [93] 
corporate minutes, Petitioner’s Exhibits 2, 3 and 4. 

I invite your attention to Exhibit 4 and ask that 
you look at it so that you can be familiar with 
what it contains. 


I am particularly interested in the offer of Mr. — 


Kruse to transfer certain assets to the corporation 
in exchange for stock. 

Are you familiar with what the minutes say about 
that? 

A. Yes. I would like to read them, though, how- 
ever. 

@. Are you familiar now with what the min- 


utes, Pctitioner’s Exhibit 4, have to say about Mr. — 


Kkrvuse’s transfer of assets in exchange for stock? 
Ba YOR. 
Q. Do those minutes indicate that that transac- 
tion has taken place? 


A. ‘The minutes make an offer based upon a 


statement as of March 31st. 
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You have to bear in mind it takes time to develop 
a statement as of March 31st. 

This meeting was held when that statement be- 
came available, when I was able to compile the 
figures. 

It is impossible to present a statement that 1s— 
that is usable for purposes of obtaining stock per- 
mits and [94] so forth as of the day following the 
end of the month. 

@. Of course, we have the minutes in the record, 
so we don’t have to belabor the port. 

T am referring now to Petitioner’s Exhibit 5. 

I invite your attention to the resolution on the 
second page of that exhibit. 

A. Yes. 

Q. According to that resolution, the officers were 
directed to execute a loan to Mr. Kruse, execute a 
note in Mr. Kruse’s favor. 

A. Yes. It doesn’t say the reason; it says note. 

Q. Yes. And that is dated June 15th, 1950, is it 
not? A. Yes. 

Q. I invite your attention to the next to the 
last paragraph in order to perhaps refresh your 
recollection. 

Maybe it will be unnecessary, but I would lke 
to know if there are any provisions concerning the 
application of payments to Mr. Kruse on interest 

' and on rent and on the open account. 

A. ‘The minutes specified that the payments are 
to be applied first to an accrued interest, secondly 
to accrued rental, and then to open account. 
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@. And those minutes specify that interest is to 
start on January Ist, 1951, is that correct? [95] 

A. ‘That is correct. 

@. Could you tell me what the books, the ac- 
count books reflect for interest on the loan to Mr. 
Kruse for the year 1950? 

Mr. Yardum: I object to the question as being 
incompetent, irrelevant and immaterial. 

The Court: Overruled. 

A. As of December 31st an entry was made ac- 
eruing $9000.00 rental payable to Mr. Kruse and 
$9000.00 interest payable to Mr. Kruse by agree- 
ment. 

When the 1950 return was reviewed, that error 
was corrected. 

Q. (By Mr. Schessler): I would like to be cer- 
tain I understand just what you are saying, Mr. 
Hobson. 

This entry was made on the books showing that 
it was owed to Mr. Kruse? | 


A. There was an entry—What was your question 
originally? T thought I had answered the question. 
Q. What did the books reflect in regard to in- 
terest for the period April 1, 1950, through Decem-— 
ber, 1950? 

A. An entry was made to record interest CX 
pense and to record acerued interest payable to Mr. 
Kruse. | 

@. And then the method used was not the same 
as that used in, say, 1952 and 1953? [96] 
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Mr. Yardum: I object to that. The books will 
speak for themselves, whether they are the,same or 
not. 

Mr. Schessler: The witness should know what 
the books say. 

The Court: Well, 

Mr. Yardum: You are arguing with the witness 
then. 

The Court: Let the witness point to any of 
these entries. 

You asked him what the books show. If the books 
‘show anything, let’s see what the books show. 

Mr. Schessler: I certainly would like to see my- 
self, your Honor. 

Those entries are not available to us. 

The Witness: I believe that the sheet showing 
accrued interest liability has been submitted pre- 
viously. 
| As of what date, sir? 

Q. (By Mr. Schessler): The entries in the books 
for the period April 1st, 1950, through December, 
1950. 

A. I do not have the sheet showing accrued in- 
terest as of December 30th, 1950. 

Apparently, there was. none. 

The Court: I can’t hear you. 


The Witness: Apparently there was no accrued 
interest shown as payable to Mr. Kruse as of Jan- 
‘uary 3lst, 1951. So, [97] 

The Court: As of what? 
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The Witness: As of January Ist. Each year— 
The accrued interest account, a liability for accrued 
interest, was not outstanding as of December 31st, 
1950. I do not have the sheet here. 

It was not carried forward to the transfer—to 
the new ledger. 

The Court: Just a minute. I want to get this 
straight. 

You were asked what the books showed with re- 
spect to the accrual of the interest for the period 
April Ist, 1950, through the month of December, 
1950, and you rephed that the books showed the 
accrued interest. 

Now, do you find that entry in the books? 

The Witness: I see no sheet for accrued interest. 

The Court: Well then, your answer is different, 
is 1¢? j 

The Witness: Is there another sheet that has 
been removed earher? 

Do I have them all? 

Mr. Schessler: Mr. Hobson, I asked for all of 
the sheets, and I was advised that they would all 
be here. 

Tt is my impression here today that they are not 
all here. [98] 

Mr. Yardum: What is counsel inferring, that we 
have taken sheets out of this book or something? 

Mr. Schessler: T am inferring that you do not 
have the entries for May Ist, 1950. 

The Couzt: April Ist. 
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Mr. Schessler: April 1st, 1950, through Decem- 
ber, 1950. 

The Witness: We have the sheets for 1952 and 
1953. 

Mr. Schessler: Yes. I specifically asked counsel 
to bring the books for the period 1950, 1951, 1952 
and 1953, and each time I made that request, I was 
advised by counsel that those years were immaterial 
and that they would not be properly before the 
Court; and I asked that they furnish them and I 
would attempt to introduce them and let the 


The Court: Do you know that they were not 
going to furnish them? 

Mr. Schessler: My last telephone conversation 
was yesterday, and I said, “Please bring them, be- 
cause I am going to attempt to introduce them into 
evidence.” 

And I said, “I’m sure that we will need those to 
get a complete picture of the transaction,” and at 
that time I was not—I just wasn’t sure what they 
were going to do. 

This morning I found out that they do not have 
them. 

It had a subpoena prepared to serve on Mr. Kruse 
[99] in the event that they were not here this morn- 
ing, and Mr. Kruse himself is not here, so I was 
unable to serve the subpoena. 

J think the same situation exists for the year 
1951. 

The Witness: Exhibit 10, accrued interest, 1951. 
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@. (By Mr. Schessler): This is the ledger ac- 
count. 

Do we have the journal entry? 

A. Yes, you have an exhibit for that, too. 

Oh, for the year 51? No. These are the journals 
for the year ’52—the years ’52 and 753. 

This is the general ledger for the year ’51 which 
was handled in exactly the same manner. 

Mr. Schessler: Your Honor, I will attempt to get 
this information in the record by using the 62 and 
O53 and ask if the 50 and ’51 were handled in the 
same way, and perhaps that would enable us to do 
that, 1f I may. 

The Court: All right. Go ahead. 

Q. (By Mr. Schessler): Will you look at the 
journal entries for accrued interest for 1952 and 
1953 appearing on Petitioner’s Exhibits 7 and 8? 

Those are for 1952. 

I ask you, Mr. Hobson, please, would you tell me 
[100] if—if the accrued interest was handled in the 


same fashion for the period April 1, 1950, through _ 


December 30th, 1950? 
Mr. Yardum: Object on the grounds that it is 
irrelevant and immaterial. 


The Court: Overruled. 


A. The accrued interest payable was recorded by | 


a journal entry. 
Q. (By Mr. Schessler): By whom, sir? 


_ - 


; 


The Court: That wasn’t the question. Was it the . 


same or different? 
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The Witness: Could you please clarify your 
question? By “the same” I do not—— 

Mr. Schessler: Your Honor, counsel knows—May 
I confer with counsel ? 

The Court: Yes. 

(Discussion off the record.) 

Mr. Yardum: We have a stipulation, your 
Honor. 

We will stipulate that the interest, accrued inter- 
est on the $200,000.00 note was treated the same on 
the books of the petitioner corporation in 1951 and 
1950 as it was in 1952 and 1953. 

Mr. Schessler: Respondent so stipulates. 

@. (By Mr. Schessler): Mr. Hobson, would you 
please look at the corporate [101] records there in 
front of you and tell me if in any of those corporate 
books there is any account which shows accrued in- 
terest or accrued rent payable to Mr. O. H. Kruse 
for any time that we have records available? 

Do you understand the question, Mr. Hobson? 

A. I have answered a similar question before. 

In fact, I have answered the same question be- 
fore. | 

My answer before was that at the end of each 
month an entry was made recording the lability for 
accrued interest payable to Mr. Kruse. 

The question 

@. Excuse me, I’m sorry. 

A. The question—I also stated that at the end of 
each month an entry was made, I believe it per- 
tained to the years 1952 and 53, recording the ac- 
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crued liability payable—or the accrued rent payable 
to Mr. Kruse. 

We showed the sheets. They were placed in evi- 
denee, showing the account to which—the account to 
Mr. JXruse to which those entries were made. 

I was asked why it did not show the name Mr. 
Isr1use on the sheet. My answer at that time was, 
“JT didn’t think it was necessary.” 

Q. I understand your testimony then to be that 
there is nothing on these sheets that indicate that 
accrued interest or accrued rent was owing to Mr. 
Kruse? [102] 

Mr. Yardum: The sheets will speak for them- 
selves; I object. 

The Witness: I believe you 


Mr. Schessler: I’m sorry. 

Mr. Yardum: He was answering while I was try- 
ing to object. 

The Court: I think it is clear enough. The sheets 
do not have Mr. Kruse’s name on them. 

Mr. Schessler: Thank you, your Honor. 

Q. (By Mr. Schessler): Are there any entries 
in the corporate records that are before you which 
indicates that any amounts for interest or rent were 
sct aside, taken out of the corporate funds, so to 
speak, and set aside for Mr. IXruse, that were ear- 
marked for Mr. Kruse? 

A. By “earmarked” do you mean placed in a 
special account? 

(). Yes. 

A. No. There would be no reason for it. 
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Q. There is no corporate record then showing 
that any—— 

A. Perhaps I misunderstand your question. 

The journal entry which records a lability pay- 
able to Mr. Kruse, in effect, shows that an amount 
is payable to him and acts to set aside funds to pay 
it. [103] You are referring, I presume, to the actual 
setting up of a sinking fund account to provide ac- 
tual cash to meet this lability, is that correct? 

(). That is correct. 

A. No. Such a thing wouldn’t be necessary. 

Q. The only things that we have referring to the 
accruals of rent and interest are the documents that 
have already been introduced in evidence, is that 
correct, Mr. Hobson? 

A. You are asking now about the books of ac- 
count? 

(. That 1s correct. 

A. The books of account in the ledger that re- 
flect the obligation to Mr. Kruse have been intro- 
duced. 

Mr. Schessler: Thank you. 

Respondent requests that this document be 
marked for identification next in order. 

The Clerk: For identification, Respondent’s Ex- 
hibit G. 

(Respondent’s Exhibit G was marked for 
identification. ) 

@. (By Mr. Schessler): Mr. Hobson, I hand 
you what has been identified as Respondent’s Ex- 
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hibit G and ask, if you can, tell me what it rep- 
resents. 

A. The United States Corporation Income Tax 
Return, [104] Form 1120, for the Year 1950, for 
O. H. Kruse Grain and Milling. 

@. And does your name appear on that? 

A. Yes. I prepared the return. 

Mr. Schessler: At this time, Respondent offers 
into evidence Respondent’s Exhibit G. 

Mr. Yardum: Object on the grounds it is 1rrele- 
vant and immaterial. 

The Court: For what purpose? 

Mr. Schessler: I want to show that the corpora- 
tion deducted interest on the note when the terms 
of the note did not call for interest until 1951. 

The Court: The exhibit will be admitted. 

The Clerk: Respondent’s Exhibit G. 

(Respondent’s Exhibit G was received in evi- 
dence. ) 

(. (By Mr. Schessler): I believe that we have 
your testimony before the Court that the corpora- 
tion accrued interest and accrued rent payable to 
Mr. Kruse in 1950. | 

Could you look at that return and tell me if they — 


deducted those aceruals? An Pex | 
@. I believe you testified that you prepared Mr. | 
Kruse’s return? [105] A. Yes, 'sir. { 


Q. Do you know how Mr. Kruse treated those” 
items? | 

Mr. Yardum: T object to that; the return would 
be the best evidenee. 


| 
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The Court: Sustained. That’s true, you must 
have the return. 

Mr. Schessler: Your Honor, I do not have the 
original return. I do not have a copy of the return. 
_ The only information that is available at this 
time is a Revenue Agent’s— copy of a Revenue 
Agent’s report that is in the petitioner’s possession. 

J thought that all of these documents were in the 
return—in. the file until I-found out three days ago 
that they weren’t there, and at that time I asked 
counsel for petitioner to—if they would give that 
information to me. 

The returns 

The Court: What was his reply ? 

Mr. Schessler: The first time, the information 
would be that he would give me all information that 
Was necessary. 


Mr. Yardum: Just a minute, now. Are you talk- 
ing about me, counsel ? 

Mr. Schessler: Well, at that time you were not 
the counsel. 

The Court: Well, the Government ought to have 
[106] its returns here, if it wants to. 

If we are going to talk about some income tax 
returns, the Government certainly has a way of get- 
ting income tax returns. 

Mr. Schessler: Well, Mr. Hobson prepared the 
returns. He can testify 

The Court: I don’t like him to testify about what 
is in them. 
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The returns themselves are the best evidence of 
what is in them. 

Have you copies of the return available? 

Mr. Yardum: No. 

Mr. Schessler: No, sir. But this morning, coun- 
sel advised me that if we could get testimony in as 
to 1950, that he would stipulate as to Kruse’s treat- 
ment—— 

Mr. Yardum: Wait just a minute. You are put- 
ting words into my mouth. 

I never told you that I would do that. 

I don’t know what you wrote down, but I don’t 
know anything about that. 

J am certainly not bound by it. 

The Court: The evidence is in. I let evidence in 
with respect to 1950. 

Mr. Schessler: Your Honor, we discussed that 
this morning and he looked at the Revenue Agent’s 
report this [107] morning to see how it was treated, 
and I was of the impression, I’ll state it that way, 
that counsel would agree that if you would let evi- 
dence of that nature in as to how it would be—per- 
haps I misunderstood counsel. 

Mr. Yardum: I have never seen the return, your 


Honor. How ean T agree to stipulate to something I 


haven't seen? T have just asked Mr. Mills, tax coun- 
sel, and he said that he never received a return. 
The Court: For the year 1950? 
Mr. Mills: The individual return. 
Mr. Schessler: All right, your Honor. 
We will go on. 
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/ Respondent requests that this document be 
marked as Respondent’s Exhibit next in order. 

The Clerk: For identification, Respondent’s Ex- 
Smubit H. 
| (Respondent’s Exhibit H was marked for 

identification. ) 

Mr. Schessler: Your Honor, this is the individ- 
ual income tax return of O. H. and Helen D. Kruse 
for 1951, and counsel for petitioner will object to 
this on certain grounds. 

The Court: Have you offered it? 

Mr. Schessler: I am going to offer it as Respond- 
ent’s Exhibit H. 

Mr. Yardum: I object to it on the grounds that 
[108] it is irrelevant and immaterial. 

The Court: For what purpose are you offer- 
ing it? 

Mr. Schessler: To show the treatment by Mr. 
Kruse of the accrued rent and accrued interest. 

The Court: The exhibit is admitted for that pur- 
pose. 

The Clerk: Respondent’s Exhibit H. 

(Respondent’s Exhibit H was received in evi- 
dence.) 

@. (By Mr. Schessler): Do you reeall if you 
prepared the ’51 return, Mr. Hobson? 

A. Yes, I prepared it. 

The Court: Let Mr. Schessler take it. It’s an ex- 
hibit in the ease. 

@. (By Mr. Schessler): I hand you Respond- 
ent’s Exhibit H and ask that you look at Mr. 
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Kruse’s treatment of income from income from 
rents, and after you have looked at that, I ask how 
much rent did Mr. Kruse report? 

A. ‘Twenty-one thousand. 

@. And how much interest? A. None. 

@. And that’s another one of those errors that 
you were referring to in your exhibit about the 762 
return? [109 ] 

A. ‘This should have been reported as—Yes, yes, 
sii 

Mr. Schessler: Respondent requests the Clerk to 
mark this document Respondent’s Exhibit next in 
order. 

The Clerk: For identification, Respondent’s Ex- 
hibit I. | 

(Respondent’s Exhibit I was marked for 
identification. ) 

Q. (By Mr. Schessler): Mr. Hobson, I hand 
you what has been marked as Respondent’s Exhibit 
I for identification and ask you if you are familiar 
with that. A. Yes. 

Q. And if you are, will you tell us roughly what 
it 1s? 

A. It is a subordination agreement on the form 
of the Bank of America whereby | 

(). Just give us the date of it and then tell us 
what is the next one and I think that will be suffh- 
cient identification for my purposes. 


A. Perhaps it wouldn’t be for mine. | 


Q. Oh, I’m very sorry. 
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The Court: That’s sufficient. You just answer 
counsel’s questions. 

The Witness: What was your question, sir? 

The Court: He just asked you to identify it and 
[110] to the extent that he asked you to identify it, 
you identify it. 

A. It is a subordination agreement dated No- 
vember 3rd, 1951. 

The Court: And the other one? 

Q. (By Mr. Schessler): And the other, the at- 
tachment? 

A. Corporation resolution to borrow, dated No- 
vember 3rd, 1951. 

@. Thank you. Does that refer to the loan, the 
open line of credit that Mr. Kruse secured from the 
Bank of America? 

A. Yes. These are forms that the manager of the 
El Monte Bank of America asked him to fill out. 

Mr. Schessler: Thank you. Respondent offers 
these Respondent’s Exhibit I in evidence at this 
time. Rie hit: 

Mr. Yardum: No objection. | 

The Court: Exhibit I is admitted. 

he Clerk: Respondent’s Exhibit I. 

(Respondent’s Exhibit I was received in evi- 
dence.) 


@. (By Mr. Schessler): I believe you previ- 
ously testified that Mr. Kruse borrowed money from 
the Bank of America? 


A. The corporation did. 
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@. Excuse me, I’m sorry, the corporation. [111] 
Did Mr. itruse execute notes for these amounts, 


these loans? A. Yes. 
Q. Were these loans, to your knowledge, were 
these loans paid on time? A. Yes, sir. 


@. Do you have knowledge of that? 

Mr. Yardum: Object to the question. The ques- 
tion has been asked and answered. 

The Court: He may answer. 

Mr. Schessler: JI want to be sure that he knows 
of his own knowledge, your Honor, whether these 
notes were paid. 

A. I know they were paid. 

@. (By Mr. Schessler): On time? 

A. Without seeing the notes, I would not know 
what the due date was. 

Q. You are familiar with Mr. Kruse’s banking 
habits, you are familiar with all of his books, aren’t 
you? A. Yes. 

Q. Based on this familiarity, was it Mr. Kruse’s 
habit. to let notes to the bank and others go beyond 
the due date? A. Nop; [112] 

Q. Was it his practice to make sure that all 
amounts owing to third parties were paid on time? 

A. Y¥es. | 

Q. Did he frequently try to pay amounts within — 
the so-called cash discount period ? 

A. Are you referring to trade creditors? 

@: Yos. | 

A. Yes. In his business, however, there is no dis-) 
count. He paid on invoice, so your question 
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Q. I’m glad you clarified the question. 

I wasn’t too elear on just how to phrase that. 

Now this loan to Mr. Kruse of two hundred— 
note to Mr. Kruse of $200,000.00, to your knowl- 
edge, were any payments made up through Decem- 
ber, 1953 on it? A. None were made. 
(). Was this a secured—excuse me. 
A. By that, you mean payments on principal, do 
you not? 

(). Yes; that is what I mean. 

A. That was covered in the stipulation. 

(. Was this loan a secured loan? A. No. 

(). These assets, I believe, that the loan repre- 
sented consisted of cash, accounts receivable and 
inventory. 


Were those assets necessary to the operation of 
‘({113] Mr. Kruse’s business at the—during the 
transition period ? A. The specific assets? 

(). Not necessarily the specific assets, but assets 
such as cash, accounts receivable and inventory; 
was it necessary that he have any assets of that type 
in order to perform, or could he have gone—could 
} the business have functioned with the assets that 
) were exchanged for stock ? A. Yes. 

(). It could have? A. Yes. 

Q. Do you know, of your own knowledge, that 
this corporation has ever paid dividends? 

A. It has not. 

(). Who were the owners of the stock that was 
- issued in 1950, if you know? 

A. Mr. Kruse and his wife. 
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(Testimony of Fray L. Hobson.) 

Q. Were there any other stockholders? 

Age Nop 

@. At this conference that took place in the 
Judge’s office, was the question of any other stock- 
holders discussed ? 

A. Not at that conference. 

Previously, he had discussed admitting two of his 
key personnel. 

@. Were you present when he discussed admit- 
ting of two of his key personnel? [114] 

A. Yes. 

@. Did he do it? A. No. 

Q. One further question: Do you know when 
permission was received from the Corporation Com-_ 
mission to issue stock in this corporation ? | 

A. The stock was issued in August. The date of © 
the permit I do not know. 

Q. Was it shortly before the stock was issued ? 
I mean, shortly, I mean a week or two? 

A. Asa matter of fact, I could not say. It would 
not have been too long a time. . 

Q. I see. 7 

A. The incorporation was handled entirely by 
Judge Wolford, and the dates and the delays and so 
forth I’m not—are not fixed firmly in my mind. 


I took several months to complete it. 

Mr. Schessler: J have no further questions, your 
Honor. 

The Court: Have you anything further? 

Mr. Yardim: You 
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Redirect Examination 


Q. (By Mr. Yardum): Mr. Hobson, did you, in 
your capacity as assistant secretary of the corpora- 
tion or as accountant for [115] the corporation, ad- 
‘vise My. Kruse on financial and tax matters? 

A. Yes. 

Q. In 1950 the corporation accrued $9000.00 rent 
and $9000.00 interest on its books. 

The minutes show that their interest didn’t start 
on the note until January Ist, 1951. 

Will you explain how that interest was accrued 
on the books? 

A. It was accrued by journal entry. 

Q. I beg your pardon. 

A. It was accrued by journal entry, as of July 
dist, 1950. 

Q. Well, I’m asking you what it was accrued 
for. Was it the interest on the $200,000.00 note? 

A. It was recorded as that, yes. 

@. Well, was it an error? 

A. It should not have been accrued. 

®. In 1951 the corporation deducted $12,000.00 
rent and $12,000.00 interest. That’s correct, 1s it 
not? A. Yes. 

@. And Mr. Kruse, on his personal return, re- 
ported $21,000.00 rent. 

Can you explain why that discrepancy ? 

A. No, other than to attempt to report the in- 
come [116] that he felt was necessary to report. 

By so doing, an attempt was made to correct. 
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(Testimony of Fray L. Hobson.) 

Q. This thousand dollars a month that the cor- 
poration was paying Mr. Kruse as rent, what was 
that for? 

Was that for the Tyler Street mill? 

A. It was for the Tyler Street mill. It was for 
another parcel that contained an office, a hay barn, 
and it was for another parcel that contained a ware- 
house. 

Q. What’s this R.R.S.T. mill mean in the 1951 
return, Exhibit H? 

A. That is—That is a building that he built to 
house milling equipment. 

Q. Was he supposed to receive rent then in addi- 
tion to the other rent, the thousand dollars a month? 

A. The thousand dollars a month encompassed 
all of it. 

@. It was all of it? 

A. Yes, all of the property that he leased. 

@. I am just trying to find out why he reported 
$12,000.00 rent income personally in 1952 and in 
1953 and $21,000.00 in 1951. 

A. The year ’51 should have reported 12,000 in- 
terest and 12,000 rent, total $24,000.00. 
®. It’s an error then? 

A. He reported 21,000 as income. 

Mr. YVardum: O.K. I have nothing further. [117] 

Mr. Sehessler: T have no further questions of 
this witness. 


The Court: ‘hhats all. 


(Witness excused.) 
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Mr. Yardum: The petitioner has nothing fur- 
ther, your Honor. 

Mr. Schessler: At this time, your Honor, the re- 
spondent has nothing further to offer but requests 
a five-minute recess in order to consider the possi- 
bility of a motion on the issues. 

The Court: Very well. The court will take about 
a ten-minute recess. 

(Short recess.) 

Mr. Schessler: At this time, the respondent 
moves for decision as to one of the issues in ques- 
tion here. 

With respect to the adjustments placed in issue 
by Item A of the statutory notice for 1952 and 
1953, the interest deduction, it’s apparent here that 
the pivotal point in issue is whether or not a bona 
fide indebtedness in these years existed between 
petitioner and O. H. Kruse. 


The testimony that we have had on this issue has 
been directed entirely towards the form of the chal- 
lenged indebtedness, and respondent doesn’t ques- 
tion form. 


The only person who has testified by the peti- 
tioner has given testimony actually in his capacity 
as [118] an accountant, bookkeeper, and he was not 
fully employed by petitioner. 

He became an officer at some time during the, at 
least prior to the date of the trial. 

His duties were to keep books and to file, as an 
officer, to file certain tax returns, and that only took 
him three days a month. 
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United States Court of Appeals 
For the Ninth Circuit 


No. 16663 


O. H. KRUSE GRAIN & MILLING, 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


POINTS RELIED UPON BY APPELLANT 


Lhe points on which appellant intends to rely on 
this appeal are as follows: 


(1) That the promissory note in the amount of 
200,000.00 issued by appellant corporation to O. I. 
Kruse in payment for certain specified assets having 


| 
; 

an equal value was intended to be, and was, in fact, 

; 

} 
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evidence of a bona fide indebtedness of appellant 
corporation, and not a contribution to capital. 

(a) In general. 

(b) That the note had a fixed maturity date and 
was not a demand note, and, therefore, does not per- 
mit an inference that a bona fide indebtedness was 
not intended. 

(c) That the fact that the Bank of America re- 
quired appellant corporation to execute a printed 
form of subordination agreement does not leave a 
permissible inference that the payee of the note, 
O. H. Kruse, did not intend to enforce payment by 
appellant corporation. 

(d) That the fact that appellant corporation’s 
accountant made mistakes in connection with appel- 
lant’s income tax returns should not be significant 
in determining whether there was actually a bona 
fide indebtedness of appellant corporation to O. H. 
Kruse. 

(ce) That the fact that the note was unsecured is 
not significant in determining whether there was, in 
fact, a bona fide indebtedness. 

(f) That the fact that O. H. Kruse failed to tes- 
tify at the trial is not a significant fact in determin- 
ing whether or not there was a bona fide indebted- 
ness of appellant corporation. 

Dated: November 13, 1959. 


/s/ LeVONE A. YARDUM, 
Attorney for Petitioner. 
Certificate of Service by Mail Attached. 


[Endorsed]: Filed November 16, 1959. Paul P. 
O’Brien, Clerk. 


